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PREFACE

PREFACE
Second Edition, April 1994

The first edition was released October 1992. For this edition, we have edited virtually every
page to improve clarity and make various minor corrections. Among the most significant
changes:

 Inthe Introduction, we have expanded and improved coverage of the term “fair and
reasonable’.

* In Chapter 1, we improved the definitions of estimating and accounting systems.
* In Chapter 2, we have provided more detailed examples of “limited or partial” data.

» Chapter 4 has been reorganized to more sharply distinguish between “program” and
“procurement” histories and provide better coverage of data available from each.

* In Chapter 6, we have improved the presentation of stepsin stratified sampling,
simplified the formulas for use of index numbers, and corrected the example for line-
of-best-fit.

* In Chapter 7, we have (1) smplified the presentation of summary estimates and
(2) clarified differences between Time Studies, Predetermined Level Times, Standard
Time Data, and Work Sampling.

* In Chapter 8, we added a short section on uncompensated overtime.

» In Chapter 10, we have corrected several examples, reordered the steps in estimating
indirect costs, and improved coverage of the overhead allocation cycle.

* In Chapter 12, we have augmented coverage of the DoD Weighted Guidelines by
borrowing material from the text/reference for the Defense course CON 104, “Contract
Pricing.”

 Chapter 14 has been reorganized and updated to reflect more recent Comptroller
General decisions.

We would like to express our gratitude to the staff of the Air Force Institute of Technology
(AFIT). The AFIT staff rewrote this book for usein CON 104, “Contract Pricing.” Many of
the improvements to this second edition came from their rewrite. In addition, several AFIT
staff members provided extensive review and feedback of draft revisions to the Introduction,
Chapter 6, and Chapter 10 — especially Mgor Janie Maddox and Leo J. Mercier. Finaly,
members of the Interagency Pricing Curricula Advisory Team, which is supporting the
development of an Intermediate Pricing Course, also provided valuable feedback on the
Introduction, Chapter 6, and Chapter 10.

| would also like to express my appreciation to Mary Ridgeway, Linda Gaugler, and Diane
M. Frazier of the National Aeronautics and Space Administration. These individuals
reviewed this entire book and provided many valuable suggestions.

Finally, | would like to invite all readers of this document to write us with comments, praise,
expressions of disgust, and any other feedback. The Federal Acquisition Institute address:

Federal Acquisition Institute (VF)
Genera Services Administration
18th and F. Streets NW, Rm. 4019
Washington DC 20405
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| ntr oduction

Chapter Overview

Overview

The subject of thistext is cost analysis. Asyou will learn, cost analysisis
one of the two methods of determining price reasonableness in contract
pricing. To understand cost analysis, you must first understand the
contract pricing environment. After reading this introduction, you should
be able to:

» Define contract pricing

» Describe seller strategies and their potential impact on seller cost
estimates

» List and define the Government's pricing goals

o Listtypical participantsin cost analyses

Mapsin This
Chapter

This chapter contains the following maps:

Cost Analysis

1.1 DEfiNitioNS Of “PriCE" ......cociieiiiiieiseseeeese e [-2
1.2 Seller's Pricing ObJECHIVES .......ccveeiieciecee e [-3
1.3 Seller's Approachesto PriCing ......ccccceeveceeieesieccie e -4
[.4 Government's Pricing ObJECLIVE..........ccvvceieecece e -5
.41 Pay aFair and Reasonable Price ..........cccocvevvvvevecceceesenen, -6
1.4.2  Price Each Contract Separately ........ccccocevveevveveiieesenieennens [-12
[.4.3  Exclude CONtiNgENCIES ......ceevuveieeciierie et [-13
[.5 Market Environment Effect on Pricing........cccccceeveveveecicce e, I-14
1.6 Participantsin Cost ANAYSIS.......cocveeeieeieeie et I-16
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Introduction

.1 Definitions of “Price’

Definitions

[[FAR15.801 |

Cost Analysis

From both work and personal business dealings, most people think of
price as—

the amount of money that a buyer paysaseller for the
delivery of a product or the performance of a service.

The definition of pricein FAR 15.801 emphasizes its components:

“cost plus any fee or profit applicable to the contract type.”

In this course, both definitions of price are important. Primarily, priceis
defined as the amount the buyer paysfor a product or service. However, it
isimportant to remember that, if price does NOT cover supplier costs and
provide a profit, losses will occur. A firm that islosing money istypicaly
an unreliable supplier—possibly a bankrupt supplier.
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1.2 Seller'sPricing Objectives

Pricing
Objectives

Cover Costs

Corporate
Operational
Objectives

Cost Analysis

To sellers, contract pricing has two primary, related objectives:

To cover costs
To contribute to attaining corporate operational objectives

Obvioudly, afirm that cannot cover its costs cannot survive. Many firms
would have us believe that they lose money on every unit they sell, but
make up for it in volume. Unfortunately, business does not work that way.

Every firm has a set of operational objectives. Clear objectives are
necessary to assure profitability. Examplesinclude:

Short-term and/or long-term profitability
Market share

Long-term surviva

Product quality

Technological leadership

High productivity

To attain its operational objectives, afirm must cover its costs and earn an
overall profit. Some products may sell for less than cost, but if they do,
other products must make sufficient profit to compensate for those losses.
Profits are essential for:

Investment

Product Devel opment
Productivity Improvement
Payment of Debts
Rewarding Investors
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|.3 Seller's Approachesto Pricing

Seller's Pricing In pricing products, sellers use two basic approaches. The table below
Approaches compares the two approaches to pricing.
PRICING APPROACHES STRATEGIES
Cost-based pricing: e Mark-up Pricing

e Margin on Direct Cost
e Rateof Return Pricing

Market-based pricing: e Profit-Maximization Pricing
e Market-Share Pricing

e Market Skimming

e Current-Revenue Pricing

e Target-Profit Pricing

e Promotiona Pricing

e Demand-Differential Pricing
e Market-Competition Pricing

Market Each of the approaches identified above is described in detail in the Price
Environment Analysis coursetext. For our purposesin this course, it isimportant to
and Reliance understand that cost-based pricing strategies base prices on projected costs
on Cost Base and profit objectives. In market-based pricing, costs and profit objectives

are important, but prices are moderated by market forces and the firm's
overall marketing strategy.

-4 Cost Analysis



.4 Government'sPricing Objective

Introduction

Government's The FAR prescribes three main pricing objectives:

» purchase supplies and services from responsible sources at fair and
reasonable prices

Pricing
Objectives

e price each contract separately and independently and

[FAR 15.802(D)|

an evaluation factor, or

(1) do NOT use proposed price reductions under other contracts as

(2) do NOT consider losses or profits realized or anticipated under

other contracts

» Exclude any amount for a specified contingency if the contract
provides for price adjustment based upon the occurrence of that

contingency.

Government
Pricing Policy

Purchase at Fair
and Reasonable Price

Price Each
Contract Separately

Exclude
Contingencies

Cost Analysis



Introduction

|.4.1 Pay aFair and Reasonable Price

What Is“Fair
and Reason-
able?’

[FAR 15.803(d)|

Fair to the
Buyer

In pricing a contract, your most important objective isto balance the
contract type, cost, and profit or fee negotiated to achieve atotal result and
price fair and reasonable to both the buyer (i.e., the Government) and the
seller (i.e., the contractor).

rOserIe it
Pricing Policw
Purchase at Fair Price Each Exclude
and Reasonahle Frice Confract Beparately Confingencies

“Fair to the buyer” means apricethat isin line with (or below) the fair
market value of the contract deliverable (to the extent that fair market
value can be approximated through price analysis). “Fair market value” is
the price you should expect to pay, given the prices of bonafide sales
between informed buyers and informed sellers under like market condi-
tionsin competitive markets for deliverables of like type, quality, and
quantity.

When data on probable performance costs are available, a separate test of
“fairness’ is whether the proposed priceisin line with (or below) the total
allowable cost of providing the contract deliverable that would be incurred
by awell managed, responsible firm using reasonably efficient and
economical methods of performance + areasonable profit.

Can afirm fixed price be considered unfair even if the seller's actual costs
exceed the price? Yes, if the high costs result from slipshod management,
obsolete tooling, and other such causes. The question is how the firm
fixed price compares to what the work ought to have cost.

What happensif you agreeto a price that is unfair to the buyer?

* Youwill havefailed to fulfill your most basic and fundamental
fiduciary duty as a contracting officer for the Government.

¢ You will waste limited Government funds.

» Since Federa employees are publicly accountable for their
decisions, you may have to answer to your management, your
agency head, the Inspector General, the General Accounting
Office, a Congressional committee, or the public at large.

(continued on next page)
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|.4.1 Pay aFair and Reasonable Price

(continued)

Fair to the
Buyer
(continued)

Fair to the
Sdller

FAR 3.501

Cost Analysis

Can aprice be considered "fair" but not reasonable? Yes. For example, a
price may be fair today but not reasonable if, because of changing market
conditions, the price tomorrow will be half what it istoday. If the
Government mission can wait a day, a reasonably competent buyer would
not pay today's price even though it isa“fair” price by the above tests.

“Fair” to the seller means aprice that isrealisticin terms of the seller's
ability to satisfy the terms and conditions of the contract. Why should you
careif alow offer isrealistic? Because an unrealistic price puts both
parties at risk. The risk to the Government is that the seller — to cut its
losses — might:

e Cut corners on product quality

» Deéliver late

» Default, forcing atime-consuming, costly reprocurement

* Refuseto dea with the Government in the future

» Beforced out of business entirely

Below-Cost Prices

Below-cost prices are not necessarily unfair to sellers. “A bidder, for
various reasons, in its business judgment may decide to submit a bel ow-
cost bid; such abidisnot invalid. ... Whether the awardee can perform
the contract at the price offered is a matter of responsibility.” (Comp. Gen.
Decision B-238877, Matter of: Diemaster Tool, Inc., April 5, 1990).

On the other hand, be on guard against “buy-in” prices. Firms*“buy-in”
by submitting offers below anticipated costs, expecting to—

* Increase the contract amount after award (e.g., through
unnecessary or excessively priced change orders); or

» Receive follow-on contracts at artificially high pricesto recover
losses incurred on the buy-in contract.

Section 3.501 of the FAR presents a number of techniques to prevent such
a contractor from recovering buying-in losses. Oneis “treatment of
unreasonable price quotations’, with reference to FAR 15.803(d). This
FAR section (among other things) advises contracting officers to consider
risks to the Government represented by the proposed contract type and
price.

(continued on next page)

-7



Introduction

|.4.1 Pay a Fair and Reasonable Price

(continued)

Fair to the Mistakes

Seller

(continued) The offered price may be unexpectedly low because the seller has made

gross mistakes in estimating costs or is otherwise nonresponsible. “The

award of a contract to a supplier based on lowest evaluated price aone can

be false economy if there is subsequent default, late deliveries, or other

unsatisfactory performance resulting in additional contractual or

|FAR 9.103(c) |  administrative costs. Whileit isimportant that Government purchases be
made at the lowest [evaluated] price, this does not require an award to a
supplier solely because that supplier submits the lowest offer. A
prospective contractor must affirmatively demonstrate its responsibility,
including, when necessary, the responsibility of its proposed
subcontractors.”

Hence, the purpose of price or cost analysisis not only to determine

[ FAR 15.608 | whether an offered price is reasonable, but also to determine the offeror's
understanding of the work and ability to perform the contract. If avendor
offersapricethat isfar below other offered prices or your estimate of the
probable price, treat the offer as a potential “mistake”. During factfinding
and discussions, question whether the offeror understands the work and
can perform for that price. If thefirm's Best and Final Offer remains well
off the mark, undertake a cost realism analysis as described in Chapter 14.

(continued on next page)
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|.4.1 Pay aFair and Reasonable Price

(continued)

Reasonable

Cost Analysis

A reasonable priceisaprice that a prudent and competent buyer would
be willing to pay for the contract deliverable, given adequate data on

(1) market conditions, (2) aternatives for meeting the requirement, (3) the
evaluated price of each aternative, and (4) non-price evaluation factors (in
"best value" competitions).

M arket Conditions

Because economic forces such as supply, demand, competition, and
general economic conditions change constantly, price reasonablenessis
affected. A pricethat isreasonable today may not be reasonable
tomorrow. See Market Environment Effect on Pricing, page I-14.

Examples. Major market forces are described below:

» If demand is constant, decreasing supply usually resultsin higher
prices, while increasing supply usually results in lower prices.

» If supply is constant, falling demand usually forces vendors to
lower prices, while rising demand usually leads to higher prices.

» Theforces of supply and demand work effectively only when there
are multiple buyers and multiple sellers. NOT all markets are
competitive. When they are NOT, the buyer or seller may have an
advantage in the pricing decision.

» Inflation and deflation affect the value of the dollar. Boom,
recession, and depression affect general production capacity.

Alternatives

In competitive procurements, each offer represents a separate alternative
for satisfying the requirement. However, competitive offers are never the
only alternatives for meeting the requirement. Among other alternatives:

» Canceling and resoliciting when market conditions are more
favorable.

* In-house performance.
» A different technical solution.
* Bringing another offeror on line.
» Breaking out and separately competing subcomponents.
Give serious thought to such alternatives when the low offer does not

appear to meet the test of “fairness to the buyer” — especidly if the
procurement is non-competitive.

(continued on next page)
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|.4.1 Pay aFair and Reasonable Price

(continued)

Reasonable
(continued)

[FAR 15.605()]

-10

Evaluated Price of Each Alternative

A prudent buyer will consider not only the price tag of a contract
deliverable but any cost of acquiring and owning the deliverable not
covered by the contract price. For instance, a prudent buyer will pay $50
more for Brand X air conditioners than for Brand Y air conditioners, if
Brand Y air conditioners use $75 more power on average per cooling
season (al other things being equal).

In competitive procurements based on fixed prices, Government buyers
may incorporate price-related factors in solicitations to account for the
costs of acquiring and/or owning the deliverable. After receipt of offers,
price-related factors are applied to determine the "evaluated price" of each
offer. Similarly, contracting officers must determine the "evaluated total
estimated cost” of Best and Final Offersin competitive procurements of
cost reimbursable contracts (as described in Chapter 14).

Examples:

* Direct CostsNot Included In The Contract Price. The
solicitation allowed offerors to submit offers either for f.o0.b.
destination or f.o.b. origin. To identify the low offer, you must
add the Government's shipping costs to offered f.0.b. origin prices.

e Costsof Ownership Not Included In The Contract Price. Prior
to soliciting, your market research has identified two products
which could satisfy your requirement. Product A has the lowest
commercia pricetag. However, Product B is more reliable and
less costly to repair — which could save the Government
thousands of dollars over its useful life. When operating costs are
important and quantifiable, develop price-related factors to reflect
them.

* Costsof Contract Award and Administration. Your RFP
solicited line item by line item prices and also an aggregate price
for al lineitems. The contracting officer could split the line items
among five offerors, which would result in atotal price of
$100,000. Or the contracting officer could award al line itemsto
the firm that offered the lowest aggregate price — $100,300.
When multiple awards are possible, the FAR directs contracting
officers to assume an administrative cost to the Government of
$500 per contract. Given this assumption, the aggregate award
represents atotal cost of $100,800 vs. atotal cost of $102,500 for
five awards.

(continued on next page)
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|.4.1 Pay aFair and Reasonable Price

(continued)

Reasonable
(continued)

[FAR 15.605 |

Bottom Line

[FAR 15.803(0)]

Wheat if there
isno
aternative to
an unfair
price?

| FAR 15.803(d) |

Cost Analysis

Even in noncompetitive procurements, be alert to potential risks and costs
not covered in the offered price. A price that seems reasonable on the
surface may be unreasonable if proposed terms and conditions would shift
costs to the Government. For instance, an offered price may seem
reasonable until you discover that the proposed terms and conditions have
shifted responsibility for furnishing the necessary tooling from the firm
(per the RFP) to the Government (per the proposal). Likewise, a
contractor's proposed price, regardless of amount, might be unreasonable
if conditioned on the use of a cost reimbursement contract that transfers an
inappropriate portion of the risk of cost growth to the Government.

Non-Price Evaluation Factors

In some acquisitions, the test of reasonableness is whether an offered price
represents the "best value" for the Government's dollar, considering both
price-related factors and aso such non-price factors as the relative
technical capabilities of the competing firms and the relative performance
risks of each offer. In particular, do not compete cost reimbursable
contracts primarily on the basis of lowest proposed total estimated cost.
That would only encourage offerors to submit unrealistically low
estimates and increase the likelihood of cost overruns.

Inthefinal analysis, “fair and reasonable” isamatter of judgement.
Reasonable compromises may be necessary, and it may not be possible to
negotiate a price that isin accord with all the contributing specialists
opinions or with the contracting officer’ s prenegotiation objective. The
contracting officer is solely responsible for the final pricing decision.

Sometimes, the only reasonable aternative isto pay an unfair price. If
the contractor insists on an unfair price or an unfair profit or fee and the
contracting officer has taken all authorized actions (including determining
the feasibility of developing an alternative source) without success, the
contracting officer shall then refer the contract action to higher authority.
In such cases, document disposition of the action by higher authority.

-11
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|.4.2 Price Each Contract Separately

Introduction
Sdller's
perspective
Buyer's

Perspective

Government
Purchasing

Conclusion

-12

CrOSTRTTLITLE DT
Pricing Policy
Purchaze at Fair Price Each Exclude
and Reazonahle Price Contract 3eparate 1w Contingencies

It is human nature to try to balance one contract against another in terms of
financial results.

A sdller's position might be that, because the last contract lost money, an
effort should be made to make up the loss on the next one.

A buyer's position might be that the contractor made too much profit on the
last contract; therefore, the next contract must be structured to prevent this
from happening again.

While these attitudes may be understandable in a personal sense, they are
not valid in Government purchasing because:

» buyersand sellers do not have perfect knowledge of all transactions
between a contractor and the Government

» the market forces of competition, supply, and demand change

* business conditions change

Thus, you must price each contract separately and independently to ensure
that all proposed prices are fair and reasonable to al involved parties.

Cost Analysis
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1.4.3 Exclude Contingencies

I ntroduction

Definition:
Contingency

Types of
Contingencies

Pricing Decision

Cost Analysis

FOSETINe it
Pricing Policw
Purchaze at Fair Price Each Exclnde
and Reszonable Price Confract Separate v Confingencies

In Government purchasing, part of the Government's total pricing objective
isNOT toinclude, in a contract price, any amount for a specified
contingency, if the occurrence or effect of the contingency cannot be
equitably priced at the time of contract award.

A contingency is apossible future event or condition arising from
presently known or unknown causes, the outcome of whichis NOT
determinable at the present time.

Y ou should be aware of the two types of contingencies that are important in
Government purchasing:

» Contingencies whose effects can be reasonably estimated within
acceptable limits of accuracy

» Contingencies whose effects cannot be reasonably estimated equitably

This table shows you how to handle each type of contingency in terms of
the contract price:

CONTINGENCY EXAMPLES CONTRACT PRICE
Effect can be reasonably + Cogt of rejects Effects should be included
estimated « Cost of defective work in contract price
Effect CANNOT be * Winning or losing a Effects MUST be excluded
reasonably estimated lawsuit from contract price and

 Costs affected by court disclosed separately to
decision permit negotiation of
acceptable contract coverage

-13
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.5 Market Environment Effect on Pricing

I ntroduction

Markets Classified

by Degrees of
Competition

Pricing Power

and Market
Situations

-14

Both the seller's and buyer's perspectives of price reasonableness are
affected by the market prices. When price competition exists, the forces of
supply and demand effectively determine what price is reasonable. When
effective price competition does NOT exidt, either the buyer or the seller

will have greater power to control the market price.

MARKET
LEVEL BUYERS SELLERS PRODUCTS ENTRY/EXIT
Perfect many many homogeneous relatively easy
Competition | independent independent interchangeable
Adequate limited limited relatively relatively easy
Competition | independent independent homogeneous
interchangeable
Oligopoly many few increased product | restrictions
independent independent differentiation
Oligopsony few many relatively relatively easy
independent independent homogeneous
interchangeable
Monopoly many one highly restrictions
independent differentiated
M onopsony one many relatively relatively easy
independent homogeneous
Bilateral one one differentiated restrictions
Monopoly

Y our relative power compared to that of sellers changesin different
market situations. The table below presents seven different levels of

competition:

MARKET

PRICING ADVANTAGE

Perfect Competition

Pricing balance between buyers and sellers

Adequate Competition Relative pricing balance between buyers and sellers
Oligopoly Relatively greater pricing power to the seller
Oligopsony Relatively greater pricing power to the buyer
Monopoly Considerable pricing power to the seller

M onopsony Considerable pricing power to the buyer

Bilateral Monopoly

Pricing power established by negotiation (asin sole source
government negotiations)

(continued on next page)
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1.6 Market Environment Effect on Pricing
(continued)

Relative This diagram shows the relative pricing power in each market.
Pricing Power

Perfect

\ Competition /

Monopoly | Oligopoly W@ Oligopsony | Monosony

— T

Bilateral Monopoly*
Seller Buyer

Pricing Advantage

*Relative pricing power established by need and negotiation ability

Need for Cost Asabuyer, you should be increasingly concerned as pricing advantage

Data shiftsto the seller. Y ou will no longer be able to rely on market forcesto
set areasonable price. Astheir market power increases, sellerswill rely
increasingly on cost-based pricing. The seller's cost-based price will
become the market price. To effectively determine price reasonabl eness,
you will need both knowledge and understanding of seller costs.

Cost Analysis 1-15
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1.9 Participantsin Cost Analysis

Participants Understanding and analyzing contractor costsis NOT a one-person job. It
requires the cooperative effort of many specialists. All participants bring
avaluable perspective to the analysis task.

For large procurements, the analysis group may be large and have avery
formal structure. For smaller purchases, the group may be smaller and
more informal.

The analysis participants make use of severa methods to correlate their
various perspectives. They may have face-to-face meetings, perform
written reviews, or make quick telephone calls.

Participants' This table shows the roles and functional responsibilities of several typical
Roles participantsin cost anaysis:

TEAM MEMBER

ROLESRESPONSIBILITIES

Procuring Contracting |
Officer/Contract
Negotiator

Key participants
Contracting Officer has authority to obligate the Government to a contract.
The Contract Negotiator represents the CO in making key pricing decisions.

Requirement/Program/| «

Controlsthe flow of purchase requirements to contracting office.

Project Manager Evaluates government requirements, relationships between purchase requirements, and
funding availability.
User »  Knowswhat aproduct or service must do.

| dentifies unnecessary costs that may not be obvious to others not as familiar with the
product.

Technical Specialists | Example: engineers

Evaluates offeror costs against known data on the most efficient and effective technical
approaches for contract completion.

Financial Specialists | Examples: auditors, price analysts, budget specialists

Analyzes financial aspects affecting contract costs.

Auditor is particularly important because of right of access to offeror's accounting
records.

Contract .
Administration
Specidists

Monitors contract performance and offer operations in terms of contractual, technical
and financia factors.

Legal Specialists .

Evaluates legal requirements and prohibitions that can affect contract cost and price.

|-16
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Costs and Cost Analysis

CHAPTER 1

Chapter Vignette

Andrew’'s First Cost Analysis

As Andrew sat at his new desk, he felt proud of his
career improvement. He had been a procurement
assistant going to college part-time, and now he
had finished his degree and was selected for a
developmental buyer position. While proud of his
accomplishments, he was concerned about his lack
of experience and knowledge. Kay, Andrew’s
supervisor and Contracting Officer, had told him
not to worry about his lack of experience. “We
will show you what you need to know, and you
will be attending professional continuing education
classes that will teach you the basics,” she had
said. In the meantime, Kay had given Andrew
materials to review on various subjects relating to
reviewing and negotiating contracts. The first
stack of materials dealt with cost and cost analysis,
allowability, data collection, cost or pricing data,
work design & analysis, and analytical techniques.
She had told him that after he had reviewed the
materials,, he would be given a real proposal to
review and negotiate with assistance from herself
and another buyer.

Andrew picked up the folder marked “ costs and
cost analysis.” He thought to himself that this
would be a good starting point since he wasn’t
really sure what these terms meant.

Cost Analysis
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Costs and Cost Analysis

Course Learning Objectives
At the end of this chapter, you will be able to:
» Define contract price as used in contract pricing
* |dentify the eements of price analysis
* |dentify the elements of cost analysis

e ldentify the mgor sources of information and types of
information used in planning for cost analysis

e ldentify the relationship between cost estimating and
cost accounting

e ldentify cost estimating methods

1-2
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Costs and Cost Analysis

Chapter Overview

Introduction This chapter lays the basis for studying Cost Analysis by:

» defining cost asit appliesto acquisition in genera, and contract cost
in particular

* reviewing price analysis and cost analysis to distinguish their
different purposes, yet show their relationship

» presenting general steps and sources of information for initiating a

cost analysis

Mapsin this This chapter includes:

Chapter
LGOS it 1-5
1.1.1 TheMeaning of “Cost” ......cciiriieii i 1-7
1.1.2 ContraCt COSt ... e e 1-8
1.2 PRICEAND COST ANALYSES......ccoi i 1-9
1.2. 00 PriCEANAYSIS . cuetieiiee e 1-10
1.2.2 Basesof PriCe ANAYSIS ... 1-11
1.2.3 COStANAYSIS. ..ttt 1-12
1.3 PLANNING FOR COST ANALYSIS ..o 1-13
1.3.1 Planning for Cost ANalySIS.......cvvviiiiiiiiiiiieieie e, 1-14
1.3.2 Relationship between Cost Estimating and Cost Accounting.... 1-16
1.3.3 Cost Estimating Principlesand Methods........................... 1-20
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Chapter Overview
(continued)

14 Cost Analysis
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Section Overview

Overview In this section, you will examine the meaning of “cost” and “ contract cost.”
You will seethat “cost” has several definitionsin Government acquisition.

The definition that this course is most concerned with is “contract cost.”
Therefore, contract cost is further broken down into its component costs.

Mapsin this This section includes:

section
* TheMeaning of “Cogt”

e Contract Cost

Cost Analysis



Cost

1.1.1 The Meaning of “Cost”

Introduction

Types of Costs

| FAR 15.801

| FAR 31.201-1 |

| FAR 31.202

| FAR 31.203

1-6

Theword “cost” has many uses in Government acquisition. Each type of
cost has a special and unique meaning.

Price (Acquisition Cost) — all contract costs plus contract profit
involved in the acquisition of asupply or service.

Contract Cost — the sum of the allowable direct and indirect costs
alocable to a particular contract, incurred or to be incurred, less any
allocable credits, plus any applicable cost of money.

Direct Cost — any cost that can be identified specifically with a particular
contract (or other such final cost objective). Suppose, for example, your

work reguires 5,000 tons of steel. The contractor would classify the cost of
that steel asadirect cost and charge the entire amount against your contract.

Indirect Cost — any cost NOT directly identified with a single contract
but identified with two or more contracts or other intermediate cost
objectives. After the contractor has charged all direct costs to contracts, the
contractor “allocates’ (i.e., divides) indirect costs between the contracts
with which they areidentified. Suppose, for example, a contractor is
simultaneously working on two contracts in the same building. The
contractor would probably classify rent for that building as an indirect cost.
Hence, the contractor would have to fairly divide the dollar amount of the
rent between the two contracts.

For reasons of practicality, contractors also may treat any direct cost of
minor dollar amount as an indirect cost — if the treatment is consistently
applied and produces substantially the same results as direct cost treatment.

In this course, cost analysis means analysis of the basic cost
building blocks: direct and indirect costs.

(continued on next page)
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Cost

1.1.1 The Meaning of “Cost”

(continued)

LifeCycle
Costs

Devel opment
Cost

Life Cycle Cost — thetotal cost of an item or system over its full life. It
includes the cost of development, production, ownership and, where
applicable, disposal.

Development Cost — all costs, including acquisition contract costs,
associated with the research and development needed to produce an
operational item or system.

Production Cost — all acquisition contract costs, associated with the
production of an item or system.

Operation and Maintenance Cost — all costs, including acquisition
contract costs, associated with equipment, supplies, and services needed to
operate, and maintain an operationa system.

Disposal Cost — all costs, including acquisition contract costs,
associated with removing operational equipment from services and
disposing of it.

Cost Analysis

. Operation and . .
Progucgtmn + Maintenance + chs:p(;sal — L|f§: C;cle
o Cost o o

1-7



Cost

1.1.2 Contract Costs

Introduction Not all contract costs result from cash expenditures during the contract
period. For example, both direct and indirect costs can result from a draw

| FAR 31.201-1 | down of inventory, and many indirect costs are accrual expenses.

Definitions Cash expenditur e—the actual outlay or dollars in exchange for goods
and services.

Expense accr ual—expenses are recorded for accounting purposes when
the obligation isincurred, regardless of when cash is paid out for the goods
or services.

Draw down of inventory—the use of goods purchased and held in
stock for production and/or direct sale to customers; refersto both the
number of units and the dollar amount of items drawn out.

Examples TYPE OF CONTRACT COST EXAMPLE

Cash expenditure the payment by cash or check,
electronic funds transfer to a vendor
for raw materials.

Expense accrua the incurring of an obligation in the
current year to pay an employee a
retirement pension at some point in
the future.

Draw down of inventory €lectronic components purchased in
large volume against anticipated total
demand and held in inventory until
drawn out to fill aspecific order.
While the components were paid for
in the past, the drawing out of a
component to meet a contract need is
acontract cost.

1-8 Cost Analysis



1.2 PRICE AND COST ANALYSES

Section Overview

Overview

Price Analysis

Cost Analysis

Mapsin this
Section

Cost Analysis

In this section, you will cover:

* definition of Price Analysis

* whentousePrice Analysis

» basesfor performing aPrice Analysis
e definition of Cost Analysis

» whentouse Cost Analysis

» techniquesused in Cost Analysis

The materia covered here on Price Analysisis probably areview of
material that you covered in the course on Price Analysis. Itisincluded to
give abrief “refresher” of this basic information and a common perspective
of Price Analysisfor the rest of this course.

This materia introduces Cost Analysis with its definition and conditions for
using Cost Analysisis used.

This section includes the following maps.
e PriceAnalysis
» Basesof Price Anaysis

* Cost Analysis

1-9



Price and Cost Analyses

1.2.1 Price Analysis

Definition Price analysisis the process of examining and evaluating a proposed price
to determineif it isfair and reasonable without evaluating its separate cost

|FAR 158052 |  elementsand proposed profit.

When to use A price analysis should be performed for all acquisitions,

Price analysis whether or not a cost analysis is required.

Price Analysis Price analysisis required even when a cost analysisis performed because

in conjunction assuring the reasonableness of individual elements of cost does NOT
with Cost always ensure price reasonableness.
Anaysis

Example: Suppose that you wanted to purchase a custom-made
automobile identical to a Chevrolet Caprice. Y ou go to your neighborhood
mechanic and ask him to build a car for you, and he agrees. In building the
car, he gets competitive quotes on al the parts and necessary tooling. He
pays minimum wage to all hisworkers. He asks only avery small profit
because he enjoys the challenge.

How do you think the final price will compareto a car off an assembly line?
Probably at least ten times more expensive. Parts alone may be five times
more expensive. The entire cost of tooling will be charged to one car.
Labor, although cheaper, will likely not be as efficient as assembly-line
labor. Isthe price reasonable? That decision can only be made through a
thorough price analysis.

1-10 Cost Analysis



Price and Cost Analyses

1.2.2 Bases of Price Analysis

Introduction

Basesfor Price
Anaysis

| FAR 15.805-2 |

Cost Analysis

There are several sources of price information upon which one can base a
price analysis. They are not all equally reliable; therefore, some are
preferable to others. They are NOT all equally reliable: therefore, you need
to decide which one(s) best fit your particular situation.

The types of comparisons that you make depend mostly on the available
data. For instance, if you have data on historical prices and have reason to
believe that these data reflect good prior decisions on price reasonableness,
then compare the low offer to historical prices. If you have no historical
data (or have reason to believe that the historical prices were not reason-
able), then give little or no weight to historical prices as abasisfor compar-
ison.

Certain bases for price analysis may be used to determine price
reasonabl eness for purchases.

» Comparison of proposed prices from more than one offeror

e Commercid pricesfor the same or smilar items, including both
published prices (e.g., catalog prices) and prices identified through
market research

» Comparison of proposed prices with prior prices for the same or smilar
items

» Comparison of proposed prices with rough yardsticks or cost estimating
relationships, such as price per pound, price per inch, or price per
horsepower, to highlight inconsistencies that would warrant further
review

e Comparison of proposed prices with independent Government cost
estimates

1-11



Price and Cost Analyses

1.2.3 Cost Analysis

Definition

| FAR 15.805-3 |

When to Use
Cost Analysis

1-12

Cost analysisisthe systematic review and evaluation of the individual cost
elements and profit/fee that, when added together, constitute contract price.

Cost analysisis used for contract actions where price CANNOT be
determined as fair and reasonable using price analysis alone.

SITUATIONS
WITHOUT cosT cosT
TYPE OF ADEQUATE ANALYSIS IS ANALYSIS IS
CONTRACT PRICE MANDATORY OPTIONAL
ACTION COMPETITION WHEN: WHEN
New Purchases Sole Source « Certified cogt or | Contracting
Purchase pricing dataare officer
required determines
Single Source that the pricing
AND .
Purchases decision
* Noexemption CANNOT be
Competition applies based on price
Immune Source (See Chapter 2) analysis alone
Non-price
Competition
Contract Any contract « Certified cost or | Contracting
Modification modification pricing dataare | officer
regardless of recuired determines
whether the that the pricing
- AND ..
original contract decision
resulted from » No exemption CANNOT be
price competition applies based on price
(See Chapter 2) analysis alone

Cost Analysis



Planning for Cost Analysis

1.3 PLANNING FOR COST ANALYSIS

Section Overview

Overview In this section you will cover:

» three genera stepsin approaching a cost analysis, including the
sources of information to be reviewed

» thereationship between cost estimating and cost accounting

* cost estimating principles and methods

Planning for This map sets forth the basic documents and information to review asa
Cost Analysis basisfor a cost analysis.

Mapsinthis * Planning for Cost Analysis

Section

* Rdationship between Cost Estimating and Cost Accounting

» Cost Estimating Principles and Methods

Cost Analysis 1-13



Planning for Cost Analysis

1.3.1 Planning for Cost Analysis

Introduction Planning for cost analysisis asimportant as any plan of action before
starting a project. Specific cost anaysis techniques will be discussed in later
[FAR 15803 |  chapters.

Initial Sources Initial sources of information for the cost analysis include the:
of Information e Statement of Work

* Request for Proposals

* Program/project history

*  Procurement history

* Proposal technical structure

* Proposal cost structure

Procedure The following table shows the initia stepsin reviewing these documents.
STEP ACTION
1. Review specification/statement of work (SOW).
Review The best source of information on what the offeror will be
contract required to do by the contract is the specification and/or
requirements SOW. ltisvital that you understand what is required so that

you can identify any differences between what is required and
what is proposed.

Review Request for Proposals (RFP). The Request
for Proposals (RFP) is the best source of information on
contract terms such as payment, packaging and delivery.

Y ou must understand these terms to determine if the offeror’s
proposal is consistent with the government’ s requirements.
For example, if the offeror is proposing delivery 12 months
after receipt of order, and the Government needs the products
6 months after receipt of order, then the differencein
deliveries must be addressed immediately.

(table continues on next page)
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Planning for Cost Analysis

1.3.1 Planning for Cost Analysis

(continued)

Procedure
(continued)

Cost Analysis

Continuation of the table.
STEP ACTION

2. Review Review program/project history. It isimportant to

history understand how the current procurement fitsinto the overall
program. Program/project history records can reveal many
factors that may affect price.
Review procurement history. This can reveal useful
information on pricing practices, access to data problems, and
general track record of proposal quality.

3. Review Review technical structure. Compare the technical

contractor structure of the offeror’s proposal with the requirementsin

proposal the specification/SOW to assure that all requirements are met

and no unnecessary elements are included.

Review cost structure. The offeror’s proposal will only
make sense if the cost estimating structure is consistent with
the way the accounting structure accumulates costs. For
example, if direct labor is proposed by individual job order,
then any cost history used would need to be presented on a
job order basis. The best source of information on the
offeror’ s consistency with estimating and accounting systems
is the Government audit report.

(end of table)
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Planning for Cost Analysis

1.3.2 Relationship between Cost Estimating and Cost Accounting

Cost An offeror's estimating system is the policies, procedures, and practices for
Estimating estimating the probable costs of future work. Estimates may be based on
System factual data, such as accounting records of costs on prior projects.

Estimates are a so predicated on judgements about such things as:

The cost impact of changes in specifications and other requirements.

How the work should be organized and performed (which may or
may not differ from how the work was done in the past).

Risksinherent in the work and potential performance problems.

External factors that might impact performance costs in upcoming
periods, such as probable changesin market conditions, total sales
by the firm, the value of the dollar, laws, and the like.

Functions. Contractors use estimating systems to:

Prepare budgets and financial forecasts.

Determine capital requirements.

Make product, production, and investment decisions.
Price products.

* Prepare bids and proposals.
Cost Definition. The cost accounting system is afirm's policies, procedures
Accounting and practicesfor (1) recording, (2) verifying, (3) accumulating, and
System (4) dlocating costs incurred by the firm.

Functions. Contractors use accounting systems to:

Monitor and report incurred costs.

Bill costs.

Control costs.

Measure the performance of managers.

Obtain data on incurred costs as a basis for estimating future costs.

1-16
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1.3.2 Relationship between Cost Estimating and Cost Accounting

(continued)

Job Order
Accounting

Cost Analysis

Job order cost systems are ones in which the contractor accounts for
output by specifically identifiable physical units. The costsfor each job or
contract normally will be accumulated under separate job orders. A job
order may cover the production of one unit or a number of identical units.
If the contract isfor just one unit, the entire actual cost of the unit is
accumulated under the job order. An example might be a contract for one
large ship.

When the contract isfor items that are both complex and costly, the total
quantity may be broken down into smaller production lots. The job order
for the total contract may be supported by a separate job order for each lot.
For example, if the contract isfor five nuclear submarines, five separate lots
may be established to accumulate the actual cost of each submarine. The
use of lots permits the contractor to establish better control over the work,
and the historical cost data from a series of lots lend themselvesto a
projection of estimated costs for future production.

When the contract isfor alimited number of unitsthat are neither very
complex nor costly, the costs of al units may be accumulated under one job
order without any further breakdown by lots.

Experience with the product normally determines the number of units for
which costs are to be accumulated. For example, a contract for 100 units of
an item that has never been produced may have 10 separate lots under the
job order. Four years and thousands of units later, the costs for a quantity
of 100 units may be accumulated under the contract job order without any
further breakdown by lot.

Because the physical units of production under ajob order cost system are
identified with specific job orders and lots, the labor distribution and
accumulation system used by the contractor will identify the direct factory
labor cost associated with the units produced under such job orders and
lots. When ajob order or alot thereunder is completed, the supporting data
will identify all persons who worked on the items produced, how much
time they expended, and what their rates of pay were. It will yield total
labor cost with subtotals and breakdowns by types of labor.

(topic continued on next page)
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1.3.2 Relationship between Cost Estimating and Cost Accounting

(continued)

Process Cost
Accounting

1-18

Process cost systems are used by contractors who continuously
manufacture a particular end-item, like aircraft engines or chemicalsfor
which there is arepetition of identical or highly similar processes. A
processis one part of acomplete set of activities that an item must pass
through during manufacture. The completed item results from a series of
processes, each of which produces some changes in the material. The
number of processes involved will vary with the complexity of the item.
The greater the smilarity between two end-items, the more likely they areto
go through the same process, at the same time, with factory laborers
devoting apart of their time to each item.

Under a process cost system, direct costs are charged to a process even
though end-items (which may not be identical) for more than one contract
are being run through the process at the same time. At the end of the cost
accounting period (usually one month), the costs incurred for that process
are assigned to the units completed during the period and to the incomplete
units still in process.

A number of methods are used to assign costs. |If thereisonly one end-
item in the process, the contractor may add the costs incurred during the
accounting period to the cost of the beginning work-in-process inventory
and subtract the estimated cost of the ending work-in-process inventory to
arrive at the total costs of items completed. Unit cost is determined by
dividing the total cost by the number of units completed. If more than one
item isin the process, the contractor may use standard costs and, at the end
of the accounting period, multiply the standard cost for each item by the
number of units completed to arrive at atotal cost. Variance from standard
can be accounted for and assigned to end-items in anumber of different
ways. For the definition of "standard costs', see chapter 8.

Normally an item will go through more than one process. When an item
comes out of one process and enters another, its cost from the process just
completed will be charged to the next process, usually as material cost.
This continues until the completed end-item emerges fromits last process.

(topic continued on next page)
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1.3.2 Relationship between Cost Estimating and Cost Accounting

(continued)

Process Cost
Accounting
(continued)

Relationship

Cost Analysis

Under a process cost system you may identify which factory employees
charged their time to which processes, what their rates of pay were, and the
total cost charged to the process. Unlike ajob order cost system, you
cannot determine the actual labor cost for specific end-items that have gone
through a process. However, you generally can add standard cost and a
factor for variances and arrive at an acceptably close approximation.
Similarly, you cannot determine the actual labor cost for specific end-items
that have completed all processes because cost elements lose their identity
when they are charged to the next process as material costs.

It isimportant for contracting officers to understand the relationship
between the Cost Accounting system and the Cost Estimating system of the
offeror. Faultsin the Cost Accounting system directly relate to errorsin
cost estimating and, hence, to defective cost and pricing proposals.

Data from the cost accounting system feeds into the cost estimating system.
An ineffective cost accounting system can provide noncurrent, inaccurate,
and incomplete datain support of an offeror's proposal. The defective cost
data can create inaccurate estimates no matter how well the estimating uses
the data provided. However, even with accurate cost data, an estimating
system based on improbabl e assumptions can till create inaccurate
estimates.
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1.3.3 Cost Estimating Principles and Methods

Introduction According to FAR 31.201-1, an offeror may use any generally accepted
IFAR 31.201-1| estimating method that is equitable and consistently applied.

Principles It isimportant to understand the principles of cost estimating.

PRINCIPLE

EXPLANATION

Equitable

Any method that resultsin afair and reasonable
estimation and allocation of acost element is
considered equitable.

Consistently applied

The same equitable method must be applied in similar
circumstances throughout the estimate. An offeror
cannot pick and choose different methods throughout
the estimate to the offeror’s own advantage.

Basic Cost There are three basic methods for cost estimating.
Estimating
Methods
METHOD EXPLANATION
Round-Table Experts are brought together to develop the cost
estimates, usually without detailed drawings or a bill
of materials, and with limited information on
specifications.
Comparison Comparison estimating is determining the historical
Estimating cost of the same or similar item as the one being

estimated and adjusting or projecting the historical cost
for future production. This comparison may be done at
the cost element level or total price level.

Detailed Analysis
Estimating

This method is characterized by a thorough review of
all components, processes, and assemblies. Itisthe
most accurate of the three methods for estimating the
direct cost of production. It is also the most time
consuming and expensive.

1-20
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1.3.3 Cost Estimating Principles and Methods
(continued)

Comparison of The following table shows a comparison of these three methods.

Estimating
Methods
METHODS
ROUND TABLE COMPARISON DETAILED
RELATIVE Low— M oder ate/ High—
ACCURACY because limited High—depending based on
data used on data, technique, engineering

and estimator* principles
RELATIVE Low— M oder ate/ High—
ESTIMATOR different experts High— based on uniform
CONSISTENCY give different depending on data, principle

judgements technique, and application

estimator
RELATIVE Fast— M oder ately Slow— requires
SPEED OF little detailed Fast— detailed design and
DEVELOPMENT analysis especialy with analysis cost

repetitive use
RELATIVE L ow— fast and M oder ate— High— detailed
DEVELOPMENT little data devel op- depending on need design and andlysis
COoSsT ment cost for data collection cost

and analysis
RELATIVE DATA L ow— based on M oderate—only High— requires
REQUIRED expert judgement requires historical detailed design and

data analysis

Cost Analysis

*Warning: this method can project continuation of nonrecurring costs.
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Cost or Pricing Data

CHAPTER 2

Chapter Vignette

Andrew Learns the Terms

Andrew has been told that he will be working on a
radio proposal that is subject to the Truth in
Negotiations Act (TINA). Also, some of the
subcontract work is subject to TINA flow-down
while some other parts of the subcontract work are
exempt. What isrequired? When is it required?
And, what about these exemptions? Kay had
suggested he review the Federal Acquisition
Regulation Part 15.8 and focus on data require-
ments and the Standard Form 1411.

Cost Analysis
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Cost or Pricing Data

Course Learning Objectives
At the end of this chapter, you will be able to:

e Obtain from vendors the certified or limited/partial data
necessary for cost analysis.

e Determine whether the offeror has properly executed
the “ Certificate of Current Cost or Pricing Data” (when
certification is required) and identify the impact of
certifying "defective" data

2-2 Cost Analysis



Cost or Pricing Data

Chapter Overview

Overview In this chapter, you will learn:
» thedefinition of cost and pricing data

» when certified data are required and when offerors are exempt from
the requirement

» formsfor supplying certified data

* how to obtain certification

» the consequences of certifying defective data
* how to request limited or partial data

Mapsin this This chapter contains the following maps:

Chapter
2.1 COST ORPRICING DATA ..o 2-4
2.1.1 CostorPricingData..........ccovieiiiiiiiii i 2-5

2.1.2 Determining When Certified Cost or Pricing Data Are Required. .2-7

2.2 DETERMINE THE APPLICABILITY OF EXEMPTIONS FROM

THEREQUIREMENT ... .ottt 2-10
2.2.1 Determining Exemptions from the Requirement................... 2-11
2.2.2 Exemptions Based on Adequate Price Competition............... 2-12
2.2.3 Exemptions Based on Catalog Pricing.........cccccccveeeeennne. 2-13
2.2.4 Exemptions Based on Market Pricing ..............cccoevivinnnns 2-15
2.2.5 Exemptions Based on Regulated Pricing...........ccooevvvnennnns 2-16
2.2.6 Waiver of Data Requirements...........cccccoeviiiiiiiiininnnnnnn. 2-17
2.3 KEY COST PROPOSAL ELEMENTS.......ociiiiiiiiiiieeeee, 2-18
2.3.1 Contract Pricing Proposal Cover Sheet..........cccceeveeeeenns 2-19
2.3.2 Tallored Data.....ccccoeiiuiiiiiiiiiiiiiiei e 2-25

2.4 CERTIFICATE OF CURRENT COST OR PRICING DATA ..... 2-26

2.4.1 Obtaining Properly Executed Certificate...........cccoccuverenee. 2-27
2.4.2 Elementsof aProperly Executed Certificate....................... 2-28
2.4.3 Consequences of Certifying Defective Data.............ccueee.s 2-29
24 LIMITED ORPARTIAL DATA ..o 2-32
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2.1 COST OR PRICING DATA

Section Overview

Overview

Mapsin This
Section

Cost Analysis

This section introduces you to:

e cost and pricing data

 the general requirements for such data
» theTruth In Negotiation Act

» when certified cost or pricing data are required

This Section contains the following maps:
» Cost or Pricing Data

» Determining When Certified Cost or Pricing Data Are Required

24



Cost or Pricing Data

2.1.1 Cost or Pricing Data

What Are Cost
or Pricing
Daa?

Specifying
Data Required
from Offeror

|[FAR 15.804-6|

Cost Analysis

Cost or pricing data are relevant facts that prudent buyers and sellers would
expect to have an impact on price. The extent of datarequired is based on
the contracting officer's need to determine the reasonableness of proposed
prices. Beyond the contracting officer's need, laws and regulations require
specific submissions and certifications on high dollar negotiated contracts.

Y ou may request uncertified data whenever necessary to validate the
reasonableness of the offeror's proposed price. The use of uncertified data
iscommon in both price analysis and cost analysis.

Certified data are data that the company has certified as being current,
accurate, and compl ete as of day, month, and year on which price
negotiations concluded and the company reached agreement with the
Government on price.

In preparing the solicitation, specify:
» whether cost or pricing data are required
» whether certification of cost or pricing dataisrequired

» theextent of datarequired (when requesting limited or partia,
uncertified data)

* theform that the data submission will take:
- the medium of submission (hard copy, electronic transmission,
computer diskette)
- cover page requirements
--  SF Form 1411 if certification is anticipated
--  CO prescribed cover pageif certification isNOT
anticipated

Even if the solicitation failed to require submission of certified data, the
contracting officer can require the submission of certified dataif later found
necessary. After examining the proposals received by the closing date in
the Request For Proposals (RFP), for instance, the contracting officer may
discover that adequate price competition does not exist, contrary to hisher
expectations when the RFP was issued. However, late identification of
data requirements may delay award because of the extratime taken by
offerorsto prepare and submit the necessary data.

(continued on next page)
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Cost or Pricing Data

2.1.1 Cost or Pricing Data

(continued)

Truth In
Negotiation
Ad

This Act requires contracting officers to obtain accurate, complete, and
current cost or pricing data from contractors. It also providesthe
Government with a price reduction remedy if a contractor failsto comply.
This remedy takes effect when the contractor does NOT submit accurate,
complete, and current data for a contract and the Government relied on the
“defective data’ in determining the contract price. The purpose of the Act is
to put the Government on equal footing with contractors when negotiating
noncompetitive or sole-source contracts.

“Complete”
Cost and
Pricing Data

| FAR 15.801 |

... Are all facts as of the date of price agreement that prudent buyers and
sellers would reasonably expect to affect price negotiations significantly.
Cost or pricing data are factual, NOT judgmental, and are, therefore,
verifiable. Whilethey do NOT indicate the accuracy of prospective
contractor's jJudgment about estimated future costs or projections, they do
include the data forming the basis for the judgment. Cost or pricing dataare
more than historical accounting data; they are al the facts that can be
reasonably expected to contribute to the soundness of estimates of future
costs and to the validity of determinations of costs aready incurred. They
also include (but are not limited to) such factors as:

* vendor quotations
*  nonrecurring costs

* information on changes in production methods and in production or
purchasing volume

» datasupporting projections of business prospects and objectives and
related operations costs

* unit-cost trends such as those associated with labor efficiency
» make-or-buy decisions
* estimating resources to attain business goals

» information on management decisions that could have a significant
bearing on costs

2-6
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Cost or Pricing Data

2.1.2 Determining When Certified Cost or Pricing Data Are Required

Introduction

FAR
15.804-3(h)

Requiring
Certified Cost
or Pricing Data

Remember, you can request data for cost analysis even when thereis no
expectation that the datawill eventually be certified as accurate, complete,
and current. You may request limited or partia, uncertified datato analyze
offers of any dollar amount, but the requested data must be limited to that
necessary to determine price reasonableness.

FAR
15.804-2(8)(3)

Cost Analysis

ALWAY S REQUIRE firmsto submit and certify cost or pricing data for
contract actions expected to exceed the dollar threshold prescribed in the
FAR*, UNLESS:

* The contracting officer exempts the offeror from the requirement (as
discussed in the next section), or

* Therequirement for cost or pricing data is waived, in writing, by
the agency head or delegated official.

NEVER REQUIRE certified cost or pricing datafor offers at or below the
dollar threshold for small purchasesin FAR Part 13.

RARELY require offerors to submit certified cost or pricing datafor
contract actions expected to exceed the dollar threshold for mandatory
submission of certified data. To require certified cost or pricing data for
any such action at or below the dollar threshold for mandatory submission,
the contracting officer MUST document the file to record:

» A finding that certified data are necessary.

» Thefacts supporting that finding.

* Approval of thefinding at alevel above the contracting officer.

Such findings might include the following:
» Thefirm has been the subject of recent or recurring and significant
findings of defective pricing.
» Thefirm currently has significant deficienciesin its cost estimating
System.

* Thefirm has recently been indicted for, convicted of, or the subject
of an administrative or judicial finding of fraud regarding its cost
estimating systems or cost accounting practices.

*$500,000 for DoD, NASA, and the Coast Guard for contracts awarded after December 5,
1990 (and also for contract modifications of contracts awarded prior to that date, if the
contract has been modified to include the new dollar threshold). $100,000 for other
agencies.

(continued on next page)
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Cost or Pricing Data

2.1.2 Determining When Certified Cost or Pricing Data Are Required

(continued)

Requiring Data

cost or pricing data certification:

The following table provides a more detailed description of requirements for

AT OR BELOW

SMALL ABOVE THE DOLLAR
TYPE OF CONTRACT PURCHASE BETWEEN THRESHOLD FOR
ACTION THRESHOLD THRESHOLDS CERTIFIED DATA*
New contract price proposal, Never Only if the contracting | YES, unless the contracting

including options priced in
the contract

New subcontract price
proposal, when cost or
pricing data are required of
the prime and higher tier
subcontractors

Contract modifications
(considering the aggregate
impact of priceincreases
and decreasess)

Subcontract modifications
(considering the aggregate
impact of priceincreases
and decreases) when cost or
pricing data are required of
the prime and higher tier
subcontractors

Negotiated final pricing
actions

Contract terminations

Partia contract terminations

officer* (1) determines
in writing that certified
data are necessary,

(2) documents facts
supporting that conclu-
sion, and (3) obtains
higher level approval.

*For subcontracts,
includes prime
contractor or higher tier
subcontractor personnel
responsible

for determining price
reasonableness.

officer exempts the offeror
from the requirement or the
requirement iswaived by the
agency head or delegated
official.

YES, unless (1) the contrac-
ting officer exemptsthe
contractor from the require-
ment, (2) the requirement is
waived by the agency head or
delegated officid, or (3) the
contracting officer exercisesan
option priced as part of the
original contract

YES, for completed cost and
incentive contracts

YES

YES, where the settlement
amount and estimate to
complete continued portion
exceed the dollar threshold.

Final overhead for usein
cost and incentive contracts

YES, dong with asigned agreement, a certificate is required.

Negotiated forward pricing
rates

NO, aforward pricing agreement is simply an agreement to use agreed to
rates and factors. The rates and factors will be certified on individual
negotiations requiring certification where the rates and factors are used.

*$500,000 for DoD, NASA, and the Coast Guard for contracts awarded after December 5, 1990 (and also for contract
modifications of contracts awarded prior to that date, if the contract has been modified to include the new dollar
threshold). $100,000 for other agencies.

2-8
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Cost or Pricing Data

2.1.2 Determining When Certified Cost or Pricing Data Are Required

(continued)

Examples

Cost Analysis

Example 1. The offeror submits proposal for spare parts at a proposed
price of $99,999.99 without supporting data. The offeror feelsthat NO
support is required since the offer is below the threshold for certified cost or
pricing data.

The contracting officer can legitimately pursue additiona dataif in hisher
judgement it is necessary to determine the reasonableness of he offeror's
price. Further, if the contracting officer feelsit is appropriate, the offeror
can be required to submit a Certificate of Current Cost or Pricing at the
conclusion of negotiations.

Example 2. The offeror submits a proposal for spare parts at a proposed
price of $9,000.00 without supporting data. The offeror feelsthat NO
support is required since the offer is below the threshold for certified cost or
pricing data.

Again, the contracting officer can legitimately pursue additional dataif in
his/her judgement it is necessary to determine the reasonableness of the
offeror's price. However, since the proposal is less than $25,000.00, the
contracting officer CANNOT require a Certificate of Current Cost or
Pricing Data.

Example 3. An offeror submitted a $1,000,000.00 proposal. The award
was made on a competitive basis with price asamajor consideration. Now,
the offeror is saying a Certificate of Current Cost or Pricing DataisNOT
required.

The proposal exceeds the dollar threshold for the certified data requirement.
The offeror appears to be exempt from submitting and certifying cost or
pricing data on the basis of "adequate price competition" — which is one of
the exemptions discussed in the next section. However, you may still need
to request limited or partial datato verify cost realism, as described in
Chapter 14.
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2.2 DETERMINING APPLICABILITY OF EXEMPTIONS
FROM THE REQUIREMENT

Section Overview

Overview In this section, you will cover the conditions under which exemptions to
certified cost or pricing data may be granted:

* adequate price competition

* price based on catalog pricing
* price based on market pricing
* priceset by law or regulation

* reguirements waived

This chapter provides only a brief overview of each exemption. For more
detailed guidance, see the FAI text/reference on “ Price Analysis.”

Mapsin This This section contains the following maps:
Section » Determining Exemptions from the Requirement
» Exemptions Based On Adequate Price Competition
» Exemptions Based On Catalog Pricing
» Exemptions Based On Market Pricing
* Exemptions Based On Regulated Pricing

» Waliver of Data Reguirements

Cost Analysis 2-10



Determining Applicability of Exemptions from the Requirements

2.2.1 Determining Exemptions from the Requirement

Introduction An exemption to the requirement for certified cost or pricing data may be
granted by the contracting officer under circumstances where normal
business practices generally ensure fair and reasonable prices.

Usualy, if the offeror meets the requirements for an exemption, no certified
cost or pricing data would be required and the award would be made on the
exempted basis.

However, even if an offeror qualifiesfor an exemption, the contracting
officer MUST still determineif the priceisfair and reasonable. Uncertified
data may be necessary to support this conclusion.

Conditions The following table shows the conditions necessary for exemption:
Required for
Exemption
EXEMPTION REQUIRED CONDITIONS
Adequate price Two or more responsible, responsive offerors competing
competence— independently for a contract to be awarded to the responsible
FAR 15.804- offeror with the lowest evaluated price.
3b)(1&(2)

“Based on” adequate Price analysis alone can establish price reasonableness
price competition— through comparison with current or recent prices for the
FAR 15.804-3(b)(3) same or substantially the same items purchased in
comparable quantities, terms, and conditions as a result of
adequate price competition, despite absence of direct

competition.
Established catalog Prices are based on established catalog or market prices for
or market prices— acommercia item sold in substantial quantities to the
FAR 15.804-3(c) general public.

“Based on” catalogor | Theitem being purchased is sufficiently similar to a
market price— commercial item sold in significant quantities to the

FAR 15.804-3(c)(6) genera public to permit any differencein price between the
itemsto beidentified and justified WITHOUT resorting to

cost analysis.
Prices set by law or Laws, regulations, pronouncementsin the form of periodic
regulation— rulings, review, or similar actions of a government body

are sufficient to establish the price.

(continued on next page)
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Determining Applicability of Exemptions from the Requirements

2.2.2 Exemption Based on Adequate Price Competition

Introduction

Requirements
for Adequate
Price
Competition

Price competition generally precludes the need for certified dataon an
offeror's costs, if it is adequate.

Comp Gen
B-189884

Inadequate
Competition

2-12

Adequate price competition exists if ALL of the following required
conditions are met:

Two or more responsive, responsible offerors

If thereis only one offer, no matter how many were solicited, price
competition does NOT exist.

If only one offeror is considered to be both responsive and responsible,
price competition does NOT exist.

Two or more acceptable brand names and part numbers

If only one brand name and part number is acceptable, offers CANNOT
be independent, because al depend on the same manufacturer. Price
competition does NOT exist, no matter how many offers are received.

More than just technical excellence is considered in
competition

Price competition only exists, if price isasubstantial factor in making the
award. HOWEVER, in Comptroller General Decision

B-189884, adequate price competition was found to exist even though
price was assigned aweight of only 20 percent in the award decision.

If price competition exists, the contracting officer MUST assumethat it is
adequate unless:

The solicitation is made under conditions that unreasonably deny one or
more known and qualified offerors the opportunity to compete.

The low offeror has such a decided advantage that it is practically
immune from competition.

Thereisafinding, supported by a statement of the facts and approved at
alevel above the contracting officer, that the price is unreasonable.

Cost Analysis



Determining Applicability of Exemptions from the Requirements

2.2.3 Exemption Based Catalog Pricing

Introduction

Claiming the
Exemption

Primary Test
for Granting
an Exemption

Cost Analysis

An offeror may be exempted from submitting Certified Cost or Pricing Data
based on catalog pricing only after an exemption is claimed by the offeror
and approved by the contracting officer.

The exemption is claimed using Section | of the Standard Form 1412,
CLAIM FOR EXEMPTION FROM SUBMISSION OF CERTIFIED COST OR
PRICING DATA.

The FAR specifies several teststo determineif the exemption should be
granted.

The primary test isan analysis of salesto determine whether anitemistruly
sold asacatalog priceitem:

1. Divide sales during the most recently completed sales
period into three categories:

» Category A—Salesto the Federal Government
» Category B—Sdes at catalog price to the general public

» Category C—Other salesto the general public

(continued on next page)
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Determining Applicability of Exemptions from the Requirements

2.2.3 Exemption Based Catalog Pricing

(continued)
Primary Test 2. Compare the different categories of sales to determine the
for Granting applicability of the exemption:
an Exemption
(continued)
W HEN ...
A = Sdesto the Federal Government
B = Sales at Catalog Price to the Genera Public
C = Other salesto the General Public
B + C = All salesto the Genera Public
A +B+ C=Totd saes
IF ... W HEN ...
B+C=55%0fA+B+C the catalog pricing exemption usually
ad applies
B=>75%o0f B+C
B+C<35%0ofA+B+C the catalog pricing exemption rarely
or applies
B<55%o0f B+C
B+ C=35%, but<55%0of A+B+C further investigation is required
or
B= 55%, but < 75% of B + C

When the percentages indicate that “further investigation isrequired,”
then the contracting officer should analyze the specific Situation to
determine if an exemption isjustified.

Other Testsfor Other tests require the contracting officer to assure that:

Granting

Exemption » A catalog does exist by obtaining a copy of the catalog or applicable
portion thereof.

» The catalog isthe one currently used by the offeror.
» Thesales history presented represents substantial quantities, sufficient to

establish areal market. Nominal quantities such as models, samples,
prototypes, or experimental unitsdo NOT meet this requirement.
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Determining Applicability of Exemptions from the Requirements

2.2.4 Exemption Based on Market Pricing

Introduction

Claiming the
Exemption

Granting the
Exemption

Cost Analysis

An offeror may be exempted from submitting Certified Cost or Pricing Data
based on market pricing only after an exemption is claimed by the offeror
and approved by the contracting officer.

The exemption is claimed using Section Il of the Standard Form 1412,
CLAIM FOR EXEMPTION FROM SUBMISSION OF CERTIFIED COST OR
PRICING DATA.

The offeror MUST set forth the source and date or period of the market
quotation or other base for market price, the base amount, and applicable
discounts.

In granting the exemption, the contracting officer MUST determine that:

» The quoted market price is established in the usual and ordinary course
of trade between buyers and sellers free to bargain.

» The price can be substantiated from sources independent of the producer
or vendor.

» There are sufficient numbers of commercial buyers so that their
purchases establish an ascertainable current market price for the item or
service.

The nature of the market should aso be considered.
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Determining Applicability of Exemptions from the Requirements

2.2.5 Exemption Based on Regulated Pricing

Introduction An offeror may be exempted from submitting Certified Cost or Pricing Data
based on regulated pricing only after an exemption is claimed by the offeror
and approved by the contracting officer.

Claiming the The exemption is claimed using Section |11 of the Standard Form 1412,
Exemption CLAIM FOR EXEMPTION FROM SUBMISSION OF CERTIFIED COST OR
PRICING DATA.

The offeror MUST identify the law or regulation establishing the price
offered. If priceis controlled under law by periodic rulings, reviews, or
similar actions of agovernmental body, obtain and review a copy of the
controlling document from the offeror.

Granting the In granting the exemption, the contracting officer MUST review the data
Exemption submitted by the offeror to determineif the:

» priceof theitem or serviceis set by law or regulation
* law or regulation apply to the specific pricing situation
» proposed priceis the current regulated price
If thereisany question about the existence or requirements of the law or

regulations purported to control pricing, consult your Government attorney
for advice and assistance.
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Determining Applicability of Exemptions from the Requirements

2.2.6 Waiver of Data Requirements

Waiving Data
Requirements

Cost Analysis

Waiving Data Requirements Waiver of requirements for certified cost or
pricing data in exceptional casesis possible. However, the waiver is
NOT within the authority of the contracting officer. Only an agency head,
or designate, may waive the requirements. Thiswaiver, along with the
justifications, MUST beinwriting. RARELY ARE WAIVERS
GRANTED. They should be considered only in situations where (1) the
offeror refuses to submit required data and (2) thereis overwhelming
evidence that the public interest would be significantly harmed if the waiver
isNOT granted.
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2.3 KEY COST PROPOSAL ELEMENTS

Section Overview

Overview A cost proposal, when first submitted, comprises two el ements:
1. Contract Pricing Proposal Cover Sheet—SF 1411

2. Detailed Cost Breakdown and Supporting Data
- Cost or Pricing Data
- Offeror's Application of Judgement to the Data

Thisoriginal cost proposal is used during negotiations between the
Government and the offeror. Additional data may be submitted during
negotiation.

Mapsin This This section contains the following maps:
Section
* Contract Pricing Proposal Cover Sheet

+ Tailored Data

Cost Analysis
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Key Cost Proposal Elements

2.3.1 Contract Pricing Proposal Cover Sheet

Elements of This table shows the information contained in the contract pricing proposal
SF 1411 cover sheet, SF 1411
SF 1411
FIELD CONTENTS REFERENCE
Offeror Name and address of the business entity 2
Contract Type Isthisafixed price contract or a cost reimbursable- 5
type contract?
Cost/Price Prices by lineitem, with references to proposal 8
Information location of adetailed cost breakdown and supporting
data
Administration Names of cognizant contract administration and audit 9A & B
Information offices
Government Support | Identifies government furnished property and 10
Required financing required for contract performance 11A & B
Contracts for the I dentifies other sales of the same or similar products 12
same or similar
products
Compliance with Offeror’s agreement to comply with FAR Part 31, 13
estimating system and use any agreed to forward pricing rates
and FAR Part 31
Cost Accounting I dentifies whether the proposal is subject to CAS 14A -D
Standards Board standards, location of government office holding
(CASB) Data applicable CAS disclosure statement, identified CAS
non-compliance issues, and proposal consistency
with disclosed accounting practices
Signature Offeror’s signature confirming that the proposal 17
reflects the offeror’ s “ best estimates and/or actual
costs’ as of the proposal date. Grants access to
records for audit

Cost Analysis

(continued on next page)
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Key Cost Proposal Elements

SF 1411

CONTRACT PRICING PROPOSAL COVER SHEET

1. SOLICITATION/CONTRACT/
MODIFICATION NO.

FORM APPROVED
OMB NO.
9000-0013

NOTE: Thisformisused in contract actionsif submission of cost or pricing datais required. (See FAR 15.804-6(b)

2. NAME AND ADDRESS OF OFFEROR (Include ZIP Code)

3A. NAME AND TITLE OF OFFEROR'S
POINT OF CONTACT

3B. TELEPHONE NO.

4. TYPE OF CONTRACT ACTION (Check)

A.  NEW CONTRACT D. LETTER CONTR.

w

CHANGE ORDER E. UNPRICED ORDER

C.  PRICEREVISION/ F. OTHER (Specify)
REDETERMINATION

5. TYPE OF CONTRACT (Check)
O FrP O cpPrr 0 cpPF 0O cParF

O FPl [0 OTHER (SPECIFY)

6. PROPOSED COST (A+B=C)

A. COST B. PROFIT/FEE C. TOTAL

$ $ $

7. PLACE(S) AND PERIOD(S) OF PERFORMANCE

8. List and reference the identification, quantity and total price proposed for each contract lineitem. A lineitem cost breakdown supporting this recap is required
unless otherwise specified by the Contracting Officer ( Continue on reverse, and then on plain paper, if necessary. Use same headings.)

A.LINEITEM # B. IDENTIFICATION

C. QUANTITY D.TOTAL $ E. REF

9. PROVIDE NAME, ADDRESS, AND TELEPHONE NUMBER FOR THE FOLLOWING (If available)

A. CONTRACT ADMINISTRATION OFFICE

B.  AUDIT OFFICE

10. WILL YOU REQUIRE THE USE OF ANY GOVERNMENT
PROPERTY IN THE PERFORMANCE OF THIS WORK? (If "Yes",
identify)

O vyes 0ONo

11A. DO YOU REQUIRE GOVERN -
MENT CONTRACT
FINANCING TO PERFORM
THIS PROPOSED CONTRACT?

11B. TYPE OF FINANCING (V 1)

[0 ADVANCED [ PROGRESS
(If "Yes" complete 11B) PAYMENTS  PAYMENTS

O vyes 0ONo [0 GUARANTEED LOANS

12. HAVE YOU BEEN AWARDED ANY CONTRACTS OR
SUBCONTRACTS FOR THE SAME OR SIMILAR ITEMS WITHIN
THE PAST 3 YEARS? (If "Yes', identify item(s), customer(s) and
contract number(s))

0 vyes [ONo

13. ISTHISPROPOSAL CONSISTENT WITH YOUR ESTABLISHED
ESTIMATING PRACTICES AND PROCEDURES AND FAR PART
31 COST PRINCIPLES? (If "No", explain)

O ves 0ONo

14. COST ACCOUNTING STANDARDS BOARD (CASB) DATA (Public Law 91-379 as amended and FAR PART 30)

A WILL THISCONTRACT ACTION BE SUBJECT TO CASB
REGULATIONS? (If "No," explain in proposal)

[0 vyes [NO

B. HAVEYOU SUBMITTED A CASB DISCLOSURE STATEMENT
(CASB DS-1 OR 2)? (If "Yes," specify in proposal the office to which
submitted and if determine to be adequate)

0O ves [ONo

C. HAVE YOU BEEN NOTIFIED THAT YOU ARE OR MAY BE IN
NON COMPLIANCE WITH YOUR DISCLOSURE STATEMENT OR
COST ACCOUNTING STANDARDS? (If "Yes," explain in proposal)

0 vyes [ONoO

D. ISANY ASPECT OF THIS PROPOSAL INCONSISTENT WITH
YOUR DISCLOSED PRACTICES OR APPLICABLE COST
ACCOUNTING STANDARDS? (If "Yes," explain in proposal)

0 vyes 0ONO

This proposal is submitted in response to the RFP, contract, modification, etc. in Item 1 and reflects our best estimates
and/or actual costs as of this date and conforms with the instructions in FAR 15.804-6(b(2), Table 15-2. By submitting this
proposal, the offeror, if selected for negotiation, grants the contracting officer or an authorized representative the right to
examine, at any time before award, those books, records, documents and other types of factual information, regardless of form
or whether such supporting documentation is specifically referenced or included in the proposal as the basis for pricing, that

will permit an adequate evaluation of the proposed price.

15. NAME AND TITLE (Type)

16. NAME OF FIRM

17. SIGNATURE

DATE OF SUBMISSION

NSN 7540-01-142-9845
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FAR PART 15.804-6 (abridged)—Procedural Requirements

TABLE 15-2 Instructions for Submission of a Contract Pricing Proposal

1. SF 1411 provides a vehicle for the offeror to submit to the Government a pricing proposal of estimated and/or
incurred costs by contract line item with supporting information, adequately cross-referenced, suitable for detailed
analysis. A cost-element breakdown, using the applicable format prescribed in 7A, B, or C below, shall be attached
for each proposed line item and must reflect any specific requirements established by the contracting officer.
Supporting breakdowns must be furnished for each cost element, consistent with offeror's cost accounting system.

When more than one contract line item is proposed, summary total amounts covering all line items must be
furnished for each cost element. If agreement has been reached with Government representatives on use of forward
pricing rates/factors, identify the agreement, include a copy, and describe its nature. Depending on offeror's system,
breakdowns shall be provided for the following basic elements of cost, as applicable:

M aterials—Provide a consolidated priced summary of individual material quantities included in the various tasks,
orders, or contract line items being proposed and the basis for pricing (vendor quotes, invoice prices, etc.). Include
raw materials, parts, components, assemblies, and services to be produced or performed by others. For all items
proposed, identify the item and show the source, quantity, and price.

Competitive Methods—For those acquisitions (e.g., subcontracts, purchase orders, material orders, etc.) exceeding
the pertinent threshold set forth at 15.804-2(a)(1) priced on a competitive basis, also provide data showing degree
of competition, and the basis for establishing the source and reasonableness of price. For interorganizational
transfers priced at other than cost of the comparable competitive commercial work of the division, subsidiary, or
affiliate of the contractor, explain the pricing method (see 31.205-26(¢€)).

Established Catalog or Market Prices/Prices Set by Law or Regulation—When an exemption from the requirement
to submit cost or pricing data is claimed, whether the item was produced by others or by the offeror, provide
justification for the exemption as required by 15.804-3(e).

Noncompetitive Methods—For those acquisitions (e.g., subcontracts, purchase orders, material orders, etc.)
exceeding the pertinent threshold set forth at 15.804-2(a)(1) priced on a honcompetitive basis, also provide data
showing the basis for establishing source and reasonableness of price. For standard commercial items fabricated
by the offeror that are generally stocked in inventory, provide a separate cost breakdown if priced based on cost.
For interorganizational transfers priced at cost, provide a separate breakdown of cost by elements. Asrequired by
15.806-2(a), provide a copy of cost or pricing data submitted by the prospective source in support of each
subcontract, or purchase order that is either: (i) $1,000,000 or more, or (ii) both more than the pertinent threshold
set forth at 15.804-2(a)(1)(iii) and (iv) and more than 10 percent of the prime contractor's proposed price. The
contracting officer may reguire submission of cost or pricing data in support of proposals in lower amounts.
Submit the results of the analysis of the prospective source's proposal as required by 15.806. When the
submission of a prospective source's cost or pricing data is required as described above, it shall be included as part
of the offeror'sinitial pricing proposal.

Direct Labor—Provide atime-phased (e.g., monthly, quarterly, etc.) breakdown of labor hours, rates, and cost by
appropriate category, and furnish bases for estimates.

Indirect Costs—Indicate how offeror has computed and applied offeror's indirect costs, including cost breakdowns,
and showing trends and budgetary data, to provide a basis for evaluating the reasonableness of proposed rates.
Indicate the rates used and provide an appropriate explanation.

Other Costs—List all other costs not otherwise included in the categories described above (e.g., specia tooling,
travel, computer and consultant services, preservation, packaging and packing, spoilage and rework, and Federal
excise tax on finished articles) and provide bases for pricing.

Royalties—If more than $250, provide the following information on a separate page for each separate royalty or
license fee: name and address of licensor; date of license agreement; patent numbers, patent application serial
numbers, or other basis on which the royalty is payable; brief description (including any part or model numbers
of each contract item or component on which the royalty is payable); percentage or dollar rate of royalty per unit;
unit price of contract item; number of units; and total dollar amount of royalties. In addition, if specifically
requested by the contracting officer provide a copy of the current license agreement and identification of applicable
claims of specific patents (see Far 27.204 and 31.205-37).
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FAR PART 15.804-6 (abridged)—Procedural Requirements

Facilities Capital Cost of Money—When the offeror elects to claim facilities capital cost of money as an
allowable cogt, the offeror must submit Form CASB-CMF and show the cal culation of the proposed amount (see
FAR 31.205-10).

2. As part of the specific information required, the offeror must submit with offeror's proposal, and clearly identify
as such, cost or pricing data (that is, data that are verifiable and factual and otherwise as defined at FAR 15.801). In
addition, submit with offeror's proposal any information reasonably required to explain offeror's estimating process,
including—

a. The judgmental factors applied and the mathematical or other methods used in the estimate, including those
used in projecting from known data; and

b. the nature and amount of any contingencies included in the proposed price.

3. Whenever the offeror has incurred costs for work performed before submission of proposal, those costs must be
identified in the offeror's cost/price proposal.

4. There is a clear distinction between submitting cost or pricing data and merely making available books, records,
and other documents without identification. The requirement for submission of cost or pricing data is met when all
accurate cost or pricing data reasonably available to the offeror have been submitted, either actually or by specific
identification, to the contracting officer or an authorized representative. Aslater information comesinto the offeror's
possession, it should be promptly submitted to the contracting officer. The requirement for submission of cost or
pricing data continues up to the time of final agreement on price.

5. In submitting offeror's proposal, offeror must include an index, appropriately referenced, of all the cost or pricing
data and information accompanying or identified in the proposal. In addition, any future additions and/or revisions,
up to the date of agreement on price, must be annotated on a supplemental index.

6. By submitting offeror's proposal, the offeror, if selected for negotiation, grants the contracting officer or an
authorized representative the right to examine, at any time before award, those books, records, documents, and other
types of factual information, regardless of form or whether such supporting information is specifically referenced or
included in the proposal as the basis for pricing, that will permit an adequate evaluation of the proposed price.

7. As soon as practicable after final agreement on price, but before the award resulting from the proposal, the offeror
shall, under the conditions stated in FAR 15.804-4, submit a Certificate of Current Cost or Pricing Data.

8. HEADINGS FOR SUBMISSION OF LINE-ITEM SUMMARIES:
A. New Contracts (including letter contracts).

Cost Elements Proposed Contract Proposed Contract Reference
Estimate—Total Cost Estimate—Unit Cost
@ @ (©)] 4

Under Column (1)—Enter appropriate cost elements.

Under Column (2)—Enter those necessary and reasonable costs that in offeror's judgment will properly be
incurred in efficient contract performance. When any of the costs in this column have already been incurred (e.g.,
under aletter contract or unpriced order), describe them on an attached supporting schedule. When preproduction or
startup costs are significant, or when specifically requested to do so by the contracting officer, provide a full
identification and explanation of them.

Under Column (3)—Optional, unless required by the contracting officer

Under Column (4)—Identify the attachment in which the information supporting the specific cost element may
befound. Attach separate pages as necessary.
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FAR PART 15.804-6 (abridged)—Procedural Requirements

B. Change Orders, Modifications, and Claims.

Cost Estimate Cost of Net Cost to | Cost of work Net of Cost Reference
Elements Cost of All Deleted Be Dédeted Addd of Change
Work Work
Completed Already
Performed
(1) ) €) 4 (5) (6) (7)

Under Column (1)—Enter appropriate cost €lements.

Under Column (2)—Include (i) current estimates of what the cost would have been to complete deleted work not
yet performed, and (ii) the cost of deleted work aready performed.

Under Column (3)—Include the incurred cost of deleted work already performed, actually computed if possible, or
estimated in the contractor's accounting records. Attach a detailed inventory of work, materials, parts, components,
and hardware already purchased, manufactured, or performed and deleted by the change, indicating the cost and
proposed disposition of each lineitem. Also, if offeror desires to retain these items or any portion of them, indicate
the amount offered for them.

Under Column (4)—Enter the net cost to be deleted which is the estimated cost of all deleted work less the cost of
deleted work aready performed. Column (2) less Column (3) = Column (4).

Under Column (5)—Enter the offeror's estimate for cost of work added by the change. When nonrecurring costs
are significant, or when specifically requested to do so by the contracting officer, provide a full identification and
explanation of them. When any of the costs in this column have already been incurred, describe them on an attached
supporting schedule.

Under Column (6)—Enter the net cost of change which is the cost of work added, less the net cost to be deleted.
When this result is negative, place the amount in parentheses. Column (4) less Column (5) = Column (6).

Under Column (7)—Identify the attachment in which the information supporting the specific cost element may
befound. Attach separate pages as necessary.

C. Price Revision/Redetermination

Cutoff Date Number of Number of Contract Redetermination Difference
Units Unites to be Amount Proposal
Completed Completed Amount
@ 2 ©)] @ ® ©)]
Cost Incurred Incurred Incurred Total Estimated Estimated Reference
Elements Cost— Cost— Cost— Incurred Cost to Total Cost
Prepro- Completed Work in Cost Complete
duction Units Process
) ©)] © (10) (11) (12 13 (14
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FAR PART 15.804-6 (abridged)—Procedural Requirements

Under Column (1)—Enter the cut off date required by the contract, if applicable.

Under Column (2)—Enter the number of units completed during the period for which experienced costs of
production are being submitted.

Under Column (3)—Enter the number of units remaining to be completed under the contract.
Under Column (4)—Enter the cumul ative contract amount.
Under Column (5)—Enter the offeror's redetermination proposal amount.

Under Column (6)—Enter the difference between the contract amount and the redetermination proposal amount.
When the result is negative, place the amount in parentheses. Column (4) less Column (5) = Column (6).

Under Column (7)—Enter appropriate cost elements. When residual inventory exists, the final costs established
under fixed-price-incentive and fixed-price-redeterminabl e arrangements should be net of the fair market value of such
inventory. In support of subcontract costs, submit alisting of all subcontracts subject to repricing action, annotated
as to their status.

Under Column (8)—Enter all costsincurred under the contract before starting production and other nonrecurring
costs (usually referred to as startup costs) from offeror's books and records as of the cutoff date. These include such
costs as preproduction engineering, special plant rearrangement, training program, and any identifiable nonrecurring
costs such asinitial rework, spoilage, pilot runs, etc. In the event the amounts are not segregated in or otherwise
available from offeror's records, enter in this column offeror's best estimates. Explain the basis for each estimate and
how the costs are charged on offeror's accounting records (e.g., included in production costs as direct engineering
labor, charged to manufacturing overhead, etc.) Also show how the costs would be allocated to the units at their
various stages of contract completion.

Under Columns (9) and (10)—Enter in Column (9) the production costs from offeror's books and records
(exclusive of preproduction costs reported in Column (8)) of the units completed as of the cutoff date. Enter in
Column (10) the costs of work in process as determined from offeror's records or inventories at the cutoff date. When
the amounts for work in process are not available in contractor's records but reliable estimates for them can be made,
enter the estimated amounts in Column (10) and enter in Column (9) the differences between the total incurred costs
(exclusive of preproduction costs) as of the cut-off date and these estimates. Explain the basis for the estimates,
including identification of any provision for experienced or anticipated allowances, such as shrinkage, rework, design
changes, etc. Furnish experienced unit or lot costs (or labor hours) from inception of contract to the cutoff date,
improvement curves, and any other available production cost history pertaining to the item(s) to which offeror's
proposal relates.

Under Column (11)—Enter total incurred costs (total of Columns (8), (9), and (10)).

Under Column (12)—Enter those necessary and reasonable costs that in contractor's judgment will properly be
incurred in completing the remaining work to be performed under the contract with respect to the item(s) to which
contractor's proposal relates.

Under Column (13)—Enter total estimated cost (Total of Columns (11) and (12)).

Under Column (14)—Identify the attachment in which the information supporting the specific cost element may
befound. Attach separate pages as necessary.
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Key Cost Proposal Elements

2.3.2 Tailored Data

Tailoring Data Data submitted using the SF 1411 MUST meet the requirements of FAR,

to Require- Table 15-2, INSTRUCTIONS OF SUBMISSION OF A CONTRACT PRICING

ments PrROPOSAL. When the SF 1411 and data certification are NOT required,
data requirements can be tailored even more. 'Y ou should specify exactly
what data are required. Section 7 of FAR Table 15-2 provides examples of
tailoring data requirements to a particular purchase action. The examples
show afew common situations and are NOT intended to cover every
eventuality.

New Work. A complete cost breakdown showing the work needed to
complete thejob is required.

Change Work. In addition to cost breakdowns for the new or changed
tasks, the contractor must provide a cost breakdown for the deleted work to
show the removal from the total price of the work that will NOT be
performed. Work already completed (actual costs) should be identified.
Finally, the net change of work completed, work added, and work del eted
should be summarized and cross referenced to other parts of the proposal .

Price Revisions/Redeter minations. Typically, you should see cost
breakdowns showing actual cost of work completed, actual cost of work in
process (partially completed tasks), and estimates to complete any
remaining work. Total proposed cost isthe actual cost plus the estimate to
complete.
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2.4 CERTIFICATE OF CURRENT COST OR PRICING DATA

Section Overview

Overview At times, the cost or pricing data that you require must be certified as
current, complete, and accurate.

This section covers:
» when do you need to require a certificate
» what isrequired for aproperly executed certificate

» what are the consequences if defective datais certified

Mapsin This This section includes the following maps:
Section
» Obtaining Properly Executed certificate
» Certificate of Current Cost or Pricing Data
» Elements of a Properly Executed Certificate

» Consequences of Certifying Defective Data
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Certificate of Current Cost or Pricing Data

2.4.1 Obtaining a Properly Executed Certificate

Situations
Requiring
Catificate
| FAR 15.804-4 |

Contractor
Certifiesthe
Data Provided

Documenting
Data Received

Cost Analysis

The subsection on When is a Certificate Required? shows a table describing
the situations that require certification (see page 2-9). Those elements
should be reviewed whenever there is a question about the requirements for
the certificate or the actua text of the certificate required.

In the certification, the offeror certifies that the cost or pricing data
submitted in support of the proposal were accurate, complete, and current
as of the date the contractor and the Government agreed on aprice. The
exact language in FAR 15.804-4 MUST be used. Any
variation from the FAR language could potentially invalidate
the certification.

Example: An offeror deleted the last sentence “...includes the cost or
pricing data supporting any advance agreements and forward pricing rate
agreements between the offeror and the Government that are part of the
proposal,” and substituted a statement that the certification covered direct
labor hours and direct materia dollars. The offeror erroneously thought
that forward pricing rate agreements had their own certification. If the
Government had accepted the modified certification and the labor or
overhead rates had been defective, the Government may have unwittingly
invaidated alegitimate defective pricing case.

Many offerorstake great care to assure that every piece of dataprovided is
documented. Whenever any document is provided to the Government,
such offerors assign an exhibit number to the document and add it to the list
of data provided. A copy of thislist isthen provided with the Certificate as
arecord of the data provided. Whenever this procedure is used, you must
be sure that the list is an accurate record of the data provided. Accepting the
list without question indicates agreement that the Government has received
all listed data
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Certificate of Current Cost or Pricing Data

2.4.2 Elements of a Properly Executed Certificate

Introduction In addition to the exact FAR language, a properly executed Certificate of
Current cost and Pricing Data must include the following elements:

» identification of the proposal, quotation, request for price
adjustment, or other submission involved, giving the appropriate
identifying number

» date when price negotiations were concluded and price agreement
was reached

* name of the firm entering into the agreement with the Government

* name and signature of the individual signing the certificate on behalf
of thefirm

» titleof theindividua signing the certificate on behalf of the firm
» date of execution of the certificate

Timing The certificate MUST be executed on or after the date of agreement on
price, and before contract award. The certificate isNOT executed at the
time of submission of the proposal. Remember, the data are certified as
current, complete, and accurate at the time of agreement on price, no matter
the date of certificate execution.

Judgement What isthe offeror certifying with the Certificate of Current Cost or Pricing
Data? The offeror is certifying the currency, accuracy, and completeness of
the data...of the facts...neing submitted. The certificate does NOT certify
the accuracy of the contractor's judgement in making the projections or
estimates (educated guesses) of future costs using thisdata. It applies only
to the data upon which the judgement and estimate were based.

Knowledge The offeror is certifying the currency, accuracy, and completeness of the
data to the “best of my knowledge and belief...” as of the time of agreement
on price. The offeror cannot certify to knowledge in the future, only what
is presently known or should be known.

Generdly, it isassumed that if anyone in the offeror's firm knew a pertinent
fact, then failure to disclose that fact constitutes defective pricing. One
common cause for data not being current, complete, and accurate isthe
offeror's failure to relay data on subcontract negotiations.
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Certificate of Current Cost or Pricing Data

2.4.3 Consequences of Certifying Defective Data

Introduction

Examples

Actionson
Defective
Pricing

Cost Analysis

A defective pricing clause is inserted into a contract whenever
certificationisrequired. If any price, including profit or fee, for any
purchase action covered by the Certificate, isincreased by any significant
amount because the datawere NOT accurate, complete, or current, the
Government is entitled to a price adjustment representative of the amount
overpaid, plusinterest. When calculating such price adjustments,
contracting officers must consider:

* Theamount that the price increased (which is one reason why
proper documentation of your cost analysis, including technical and
audit findings and recommendations, is so important).

» Thetime by which the cost or pricing data became reasonably
available to the contractor.

» Theextent to which the Government relied upon the defective data.

Thistable gives an example for each kind of defective pricing.

DEFECT EXAMPLE

Noncurrent Monthly actual costs for last month were
available but not provided

Inaccurate Cost trend analysis used cost history for
the wrong part

Incomplete The past history of vendor prices excluded
arecent lower price for the item being
procured

The Government is entitled to a price adjustment, including profit or fee, of
any significant amount by which the price was increased because of the
defective data under the terms of contract clauses set forth in FAR clause
52.215-22, PRICE REDUCTION FOR DEFECTIVE COST OR PRICING DATA,
and FAR clause 52.215-23, PRICE REDUCTION FOR DEFECTIVE COST OR
PRICING DATA—MODIFICATIONS.

(continued on next page)
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Certificate of Current Cost or Pricing Data

2.4.3 Consequences of Certifying Defective Data

(continued)

Offsets

Generdl
Accounting
Office
Findings

2-30

What if complete, current, and accurate data suggest that the contractor will
be (or has been) underpaid for some costs? Y ou must offset such under-
payments against the amount that would be (or has been) overpaid — but
only up to the amount of the Government's claimed overpayment.

Allow an offset only in an amount supported by the facts and if the
contractor:

» Caertifiesto the contracting officer that, to the best of its knowledge
and belief, it isentitled to the offset in the amount requested, AND

* Provesthat the cost or pricing data were available before the date of
agreement on price but were not submitted. Such offsets need not be
in the same cost groupings.

Do NOT dlow an offset if

* Theunderstated data was known by the contractor to be understated
when the Certificate of Current Cost or Pricing Data was signed,
OR

* Thefacts demonsgtrate that the price would not have increased in the
amount to be offset even if the available data had been submitted
before the date of agreement on price.

The following are two findings of defective pricing identified by the
General Accounting Office:

Finding 1. Two contracts were found to be overpriced by $8.4 million
because the company did NOT disclose relevant cost or pricing data.on 84
of 144 material items. Specifically the company (1) did NOT disclose
lower vendor quotations, purchase prices, and subcontract cost analyses,
and (2) made other errors that inflated proposed materia prices. In
addition, another division supplying parts did NOT disclose lower material
price information.

Finding 2. A contract was found to be overpriced by $1 million because
the company did NOT disclose lower prices on seven materia items. As
negotiations were concluding, the material estimating department provided
the firm's negotiator a one-page update showing that substantially lower
prices had been received on 3 of the 7 items. However, the firm's
negotiator did NOT disclose the lower prices to the contracting officer.

(continued on next page)
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Certificate of Current Cost or Pricing Data

2.4.3 Consequences of Certifying Defective Data
(continued)

Defrauding the Finding 2 seems more flagrant than the first. It appears that there was more

Government than asimplefailure to communicate. It appears that there wasintent to
withhold the data. Where thereis evidence of intent to defraud the
Government, the case may be prosecuted as afraud case rather than
defective pricing.

In addition, many government auditors consider repetitive defective pricing
findings in the same firm as an indicator of fraud. Thus repetitive defective
pricing findings may lead to substantially more intensive audits.
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24 LIMITED OR PARTIAL DATA

When needed

Requesting
Limited or
Partial Data

Request limited or partial “uncertified” cost data whenever you require such
datato determine whether an offered price isfair and reasonable. 'Y ou may
especially need such datafor offers at or below the dollar threshold for
mandatory submission of certified cost or pricing data, when:

» Negotiating the acquisition of a non-commercial item with asole
source vendor.

* Negotiating a modification to anon-commercial item.

FAR
15.804-6(a)

2-32

Whenever you ask avendor to submit an limited or partial data, you must
decide the extent of cost or pricing datato request. Limit your request to
those facts necessary to determine price reasonableness. Specify the scope
and extent of data requirements in the RFP.

For example, suppose you are buying a study from a sole source vendor.
Y ou expect that material costswill beinsignificant to total price. You have
acopy of aForward Pricing Rate Agreement (FPRA) with the firm, under
which the firm has agreed to use the negotiated indirect rates (all of which
are based on direct labor hours) in preparing proposals. Given these facts,
you might request:

* A task by task breakdown of work to be performed.

* For eachtask, a breakdown of labor hours and costs by labor
category.

* Alist of proposed trips, detailing the expected travel costs of each
trip.

» Atotal figurefor al direct material costs, with no further breakdown
of those costs.

* Atotal figurefor all other direct costs, with no further breakdown of
those costs.

» Atotal figurefor indirect costs (along with verification that the firm
used indirect ratesin the Forward Pricing Rate Agreement to
calculate that total).

*  Proposed profit or fee.

(continued on next page)
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Limited or Partial Data

24 LIMITED OR PARTIAL DATA

(continued)

Requesting After reviewing the data, you may ask the offeror to justify the totals for
Limited or direct material or other direct costsif either of those figuresisout of line (as
Partial Data percentages of total cost) with totals on prior contracts. You may also
(continued) request further data as necessary to reach a conclusion on price

reasonabl eness.

Verifying Cost Y ou might also request limited or partial datato verify cost realismin

Redism competitive procurements, especially when awarding a cost reimbursable
contract. For example, you may wish to verify that the low offeror
properly considered all specification requirementsin estimating the total
cost. In this case, you might request data on direct labor and material costs,
but NOT on other direct costs, indirect costs, or profit. Carefully tailor the
datarequest to obtain all necessary dataand NO other data. See Chapter 14
for more information.
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Allowability

CHAPTER 3

Chapter Vignette

Andrew Learns the Terms

While talking with Kay and the other buyers about
costs, several terms kept coming up; terms like,
“allowable,” “reasonable,” “allocable,” GAAP,”
“CAS” and “ cost principles.” Andrew decided it
must be time to pick up the second folder, marked
“ Accounting Practices & Standards,” so that he
could under stand what everyone was talking about!

Cost Analysis

31



Allowability

Course Learning Objectives

At the end of this chapter, you will be ableto:
» identify general cost principles on allowability

» determine the allowability of severa specific cost
principles
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Allowability

Chapter Overview

Overview This chapter presents the concept of “allowability”. When establishing
prenegotiation positions on elements of cost, only count costs that are
“adlowable.”

Mapsin this This chapter includes the following maps:

Chapter
3.1 GENERAL COST PRINCIPLES ON ALLOWABILITY ............. 35
3. L1 AHOWEDIITY .. 3-6
3.1.2 Reasonabl@ness..........cuiiuiiiiiiiiiiie e 3-7
3.1.3 AHOCADIILY ... 3-10
3.1.4 Accounting Practicesand Standards...............c.cocevvvinnnn. 3-12
3.1.5 ContraCt TEIMS. ... e 3-17
SPECIFIC COST PRINCIPLES ...t 3-18
3.2.1 Specific Cost PrinCiples.......ovvuiiiiiiiii e 3-19
3.2.2 Tableof Cost PrinCiples........ccoovviiiiiiiiiiiiceeeeen 321
3.2.3 ldentifying Unallowable CostS........ccoovvieiiiiiiiiiiiiee 3-24
3.2.4 Applying Selected Cost PrinCiples.........ccoovvviiiiiiiiiennnn. 3-26
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Chapter Overview

34 Cost Analysis



3.1 GENERAL COST PRINCIPLES ON ALLOWABILITY

Section Overview

Overview This section looks at the genera factors in determining whether a proposed
cost isallowable.

Mapsin This This section contains the following maps.
Section . Allowability

* Reasonableness

» Allocability

» Accounting Practices and Standards
»  Specific Cost Principles

Cost Analysis



General Cost Principles on Allowability

3.1.1 Allowability

Definition Allowability is the determination that a cost can be properly charged to a
contract. A costisconsidered allowableif itis: reasonable; NOT expressy
or by mutual agreement of the contracting parties declared unallowable;
properly accounted for under applicable accounting standards, practices,
and principles,; and properly assigned either directly or by allocationto a
contract. If acostisalowable, it may beincluded in a contract cost
estimate or charged to a Government contract.

Factors Factors considered in determining cost alowability are:
Determining  Reasonableness

» Accounting practices and standards
» Applicable cost principles
* Termsof the contract

Applications of The accounting practices and standards, applicable cost principles, terms of

Factors the contract, reasonableness and allocability of the cost, are all considered
when determining whether acost is alowable and can be properly charged
to a contract.

However, these factors are complex and require careful judgement when
determining allowability. Some of these factors supersede others and take
precedence when thereisaconflict. For example, cost principles generally
overrule terms of a contract.

Determining Determining cost allowability can be tricky and requires athorough

Allowability understanding of all of these factors. For guidance in determining the
allowability of acost, consult the Federal Acquisition Regulation (FAR),
the responsible, or cognizant, auditor, and the cognizant administrative
contracting officer. Ultimately, the contracting officer has the
final responsibility for determining the allowability of a
particular cost.
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General Cost Principles on Allowability

3.1.2 Reasonableness

Definition

Underlying
Assumption

When
competition Is
Inadequate

Actud
Incurred Costs

Determining
Reason-
ableness

Cost Analysis

A cost isreasonableif, in its nature and amount, it does not exceed what a
prudent person in the conduct of competitive business would pay.

The underlying assumption in this definition is that an offeror will minimize
unnecessary costs in order to remain competitive; if the offeror does not do
this, then the competition will under bid and take away market share.

Cost analysisis normally performed in an environment where competition
isinadequate for price determination. Therefore, the objective of cost
analysisisto determine what the reasonable cost would beif the offeror
were in acompetitive environment.

Both proposed costs and actual incurred costs are subject to the tests of
reasonableness. The offeror MUST demonstrate the reasonableness of an
incurred cost, and CANNOT simply state that, because the expense has
been incurred, it is automatically reasonable.

There are four questions you can ask that will assist you in determining cost
reasonableness. Bear in mind that these questions are indicators of possible
problems, and may lead you to further investigative questioning.

1. Is the type of cost generally recognized as necessary in
conducting business?

YES. Thenitisprobably areasonable cost.
Example:

Payment of state and local franchisetaxesisa
necessary cost of conducting business.

NO: If thiscost isnot normally necessary, it may be inappropriate for
the contract.

Example: The purchase and up-keep of an ocean going yacht
for exclusive use of the company president and
charging it as employee welfare expense isNOT a
necessary cost of doing business.
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General Cost Principles on Allowability

3.1.2 Reasonableness

(continued)

Determining 2. Is the cost consistent with sound business practice, law and
Reason- regulation, and are purchases conducted on an “arm's-
ableness length” basis?

(continued)

YES. Thenitisprobably acceptable.

Example: Construction of awaste treatment plant to comply
with environmental standardsis consistent with
sound practice and law.

NO: If itisinconsistent with sound practice or violates law or
regulation, it is probably inappropriate for the contract.

Example: Paying apremium price for materialson a
Government contract while receiving abargain
price for the same materialsfor useon a
commercial contract under a*“basket” purchase deal
isNOT consistent with sound business practice.

3. Does the offeror's action reflect a responsible attitude
toward the Government, other customers, the owners of the
business, the employees, and the public-at-large?

YES. Thenthe Government's interests are probably being protected.

Example: A good price analysis, and when necessary, cost
analysis of supplier proposals prior to awarding
purchase orders on Government cost-reimbursable
contracts reflects aresponsible attitude toward the
use of taxpayer dollars.

NO: If theofferor is acting irresponsibly, then the costs are probably
excessive and inappropriate.

Example: Excessive sdariesto executives and
unconscionable retainers for retired executives as
consultantsis NOT acting responsibly toward the
owners of the business or its employees.

(continued on next page)
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General Cost Principles on Allowability

3.1.2 Reasonableness

(continued)

Determining 4. Are the offeror's actions consistent with established
Reason- practices?

ableness

(continued) YES: Then the Government's interests are probably protected.

Example: The offeror proposed to contract out source
inspection of subcontractor parts. Company policy
has aways required inspection by corporate
ingpectors. Cost will be reduced and quality
standards will be maintained by the proposed
subcontractor. 1t would be reasonable to accept the
proposed change.

NO:  If theofferor is deviating from established practices, then there
isalikelihood that the Government's interests are not protected
and costs may be excessive.

Example: The contractor proposesto contract out redesign
effort on amodified version of itstop product.
Company policy and past practice has been to keep
all design effort on this product “in-house” due to
the proprietary nature of the design and the
importance of this product to the company's
future. Upon further review, you find that the cost
of performing the effort in-house would be
substantially less than contracting out. Further, the
policy on not releasing design information on this
product outside the company is still in force. It
would be unreasonabl e to accept the proposed
design cost.
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General Cost Principles on Allowability

3.1.3 Allocability

Definition

Cost
Objectivesand
Allocability

Example

Determining
Allocability

3-10

Allocability isthe equitable distribution of cost on the basis of the benefit
accruing to each cost objective; the greater the benefit received, the greater
the charge.

Typically, we think of cost objectives asindividual contracts or jobs.
However, cost objectives can also include projects, research, or items
produced in lots. Every cost must be allocated among cost objectivesin
proportion to the benefit received by each cost objective.

An example of a cost that may require allocation is the cost of atyping pool.
If the cost of operating aten-person typing pool is allocated to the users of
its services on a cost-per-page basis, it can be said that the user's (cost
objectives) portion of the allocated cost is based on the benefit they are

receiving—ypages of typed copy.

There are three questions you can ask that will assist you in determining the
appropriateness of cost allocations. Again, bear in mind that these
guestions are indicators of possible problems, and may lead you to further
investigative questioning.

1. Were the costs specifically incurred for a single cost
objective?

YES: If the costs were incurred for one objective, then the costs
should be assigned to that objective and NOT allocated to other
non-benefiting objectives.

Example: A maor subassembly was purchased specifically
for use on a Government contract and was
properly charged to the Government contract

NO: If the costs were incurred for more than one objective, then they
aredigiblefor alocation to all benefiting objectives.

Example: Generd office supplies used throughout the
company were incorrectly charged as adirect cost
on a Government cost-reimbursable contract

(continued on next page)
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3.1.3 Allocability
(continued)

General Cost Principles on Allowability

Determining 2.
Allocability
(continued)

3

If the cost benefits both the contract and other work, were
the costs allocated in reasonable proportion to the benefits
received?

YES: If theallocation is proportional, then the cost objectiveis
“paying” itsfair share.

Example: A technica typing department proportionately
allocatesits costs by dividing its total operating
costs by the number of pages produced during the
year and then charging each job on arate per page
basis.

NO: If thealocation is disproportionate, then the objectiveis
“paying” too little or too much of the cost. Auditors can be very
helpful in dealing with this situation.

Example: A maintenance department charges one fourth its
costs to each of four departments serviced even
though one department accounts for 90% of the
work performed by the maintenance department.

. Is the allocated cost necessary for overall operation of the

business even though a relationship to cost objectives
CANNOT be shown?

YES. Commonly known as Genera & Administrative expenses, if the
costs are necessary in the course of business, then it is assumed
that they are of general (overall) benefit to the company.

Example: Thesaary of the Chief Executive Officer's
secretary isanecessary cost of doing business
even though the secretary's activities CANNOT be
associated with a particular product or portion of
the company.

NO: If thecostisNOT necessary for overall operations, thenit is not
alocable.

Example: The cost of operating atool crib isidentifiable with
manufacturing operations and could be charged to
manufacturing overhead. Sinceit isidentifiableto
aparticular part of the company, it should NOT be
charged to Genera & Administrative expense.

Cost Analysis
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General Cost Principles on Allowability

3.1.4 Accounting Practices and Standards

Source of
Practice and
Standards

Cost
Accounting
Standards
(CAS)

Applying CAS

312

There are three sources of accounting practices and standards that provide
guidance on the acceptability of contractor accounting systems (in order of
precedence):

» Cost Accounting Standards (CAS)
» Federa Acquisition Regulation (FAR)
»  Generdly Accepted Accounting Principles (GAAP)

Cost Accounting Standards are issued by the Cost Accounting Standards
Board (CASB) first established in 1970 when Congress passed Public Law
91-379. When these standards are applicable, they take priority over other
forms of accounting guidance.

CAS 401 and 402, the first two standards established, outline the basic
concepts of accounting consistency required by CAS. A tablelisting the 19
Cost Accounting Standards is shown on page 3-15.

The CASB operated as an independent agency of Congress from 1970 until
September 30, 1980. Although the CASB stopped operations, the board's
rules and 19 Cost Accounting Standards remained in force. 1n 1990, a new
CA SB began operation under the Office of Federal Procurement Policy.
The new CASB has assumed the responsibilities of the old board.

Cost Accounting Standards (CAS) are reprinted for your convenience in
Appendix B of the FAR loose-leaf edition, along with regulations on
applying CAS (e.g., on exemptions to CAS and CAS-related requirements
for any particular contract action).

Generally speaking, CAS applies to negotiated contracts and subcontracts
over $500,000. However, many contracts are exempt from CAS coverage.
Appendix B lists the exemptions, which are summarized on the next page.

If acontract is subject to CAS, the next question is whether the coverageis
“full” or “modified”. Under “modified” coverage, the contractor must
comply only with CAS 401, 402, 405, and 406. Under full coverage, the
contractor has to comply with al the Standards.

(continued on next page)
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General Cost Principles on Allowability

3.1.4 Accounting Practices and Standards

(continued)
Exemptions From BASIS FOR THE CONTRACT AND/OR
Cost Accounting EXEMPTION SUBCONTRACT IS EXEMPT IF
Standards
Method of Awarded through sealed bidding.
Procurement

Dollar Amount of The award does not exceed $500,000. (When
the Award determining CAS exemptions, treat an order is-
sued by one segment of a corporation to another
as asubcontract.)

Type of Business With asmall business.

With alabor surplus area concern under alabor
surplus area set aside.

With an educational institution unless the contract
or subcontract isto be performed by Federally
Funded Research and Development Center.

Method of Pricing Priceis set by law or regulation.

Price is based on established catalog or market
prices of commercial items sold in substantial
guantities to the general public.

Firm fixed-price contracts and subcontracts
awarded without submission of any cost data.

Place of Perfor- It will be executed and performed entirely outside
mance the United States, its territories, and possessions.

Foreign Concerns | With aforeign government, agent, or instrumen-
tality.

With a United Kingdom contractor for perform-
ance substantially in the United Kingdom
(provided that the contractor has filed with the
United Kingdom Ministry of Defense, for reten-
tion by the ministry, a completed disclosure
statement).

A subcontract under the NATO PHM Ship pro-
gram to be performed outside the United States by
aforeign concern.

158 Federal Register page 58801, November 9, 1993.

Cost Analysis 313



General Cost Principles on Allowability

3.1.4 Accounting Practices and Standards

(continued)

Applying CAS
(continued)

FAR Subpart
30.2

Summary of
CAS 401:
Consistency in
Estimating,
Accounting, and
Reporting Costs

Full coverage appliesto CAS covered contracts when the contractor
business unit:1

* Receivesasingle CAS-covered contract award of $25 million or
more, or

» Hasreceived $25 million or morein net CAS-covered awards
during its preceding cost accounting period, but only if at least
one contract award exceeded $1,000,000.

If the contract is subject to “full” CAS coverage, the contractor must dis-
close existing accounting practices and proposed changes to those practices.
The contractor must a'so comply with al Cost Accounting Standards.

Administrative Contracting Officers (ACOs), with support from auditors,
are responsible for:
» Determining the adequacy of contractor disclosure statements,

» Determining whether the accounting practices comply with CAS,
and

* Adjusting contract pricesif those prices are materialy affected by
changes in contractor accounting practices for CAS compliance.

Fundamental requirement: A contractor's practices used in estimating
costs to price aproposa shall be consistent with its cost accounting
practices used in accumulating and reporting costs, and vice ver sa.
Otherwise, you would not be able to compare the firm's proposed costs
with actual costs incurred on comparable work.

For example, suppose a contractor has submitted separate estimates of
engineering labor hours for drafting and production engineering. However,
your auditor reports that the contractor's accounting system does not
accumulate engineering labor hours by those categories. Instead, the
accounting system records hours under asingle, undifferentiated title —
"engineering labor". Consequently, you cannot compare proposed drafting
hours against actual drafting hours on prior contracts.

Comparisons provide one important basis for financial control over costs
during contract performance and aid in establishing accountability for costs
in the manner agreed to by both contracting parties. The comparisons also
provide an improved basis for evaluating estimating capabilities.

(continued on next page)

1The CASBoard changed the criteria for full coverage (58 Federal Register page 58801, November 9, 1993). In
addition, the CASB Board added Standards 405 and 406 to “ modified” coverage.

3-14
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General Cost Principles on Allowability

3.1.4 Accounting Practices and Standards

(continued)

List of Cost
Accounting
Standards

Cost Analysis

Thistable lists the Cost Accounting Standards.

COST ACCOUNTING STANDARDS

CONCEPTS AND PRINCIPLES

CAS 401 | Consistency in Estimating, Accumulating, and Reporting Costs
CAS 402 Consistency in Allocating Costs Incurred for the Same Purpose
CAS 405 | Accounting for Unallowables
CAS 406 | Cost Accounting Period
ALLOCATION OF COSTSTO CONTRACTS
CAS 403 | Allocation of Home Office Expense
CAS 407 Use of Standard Cost Systems
CAS 410 | Allocation of Business Unit G& A
CAS 418 | Allocation of Direct and Indirect Costs
IDENTIFICATION & ASSIGNMENT OF COSTS
CAS 404 | Capitalization of Tangible Assets
CAS 409 | Depreciation of Tangible Assets
CAS 408 | Accounting for Paid Absence
CAS 412 Composition & Measurement of Pension Costs
CAS 413 | Adjustment & Allocation of Pension Costs
CAS 415 | Accounting for Deferred Compensation
CAS 416 | Accounting for Insurance Costs
CAS 411 | Accounting for Acquisition Costs of Materials
CAS 420 | Accounting for IR&D/B&P
COST OF MONEY
CAS 414 | Cost of Money as an Element of Facilities Capital
CAS 417 Cost of Money of Capital Assets under Construction

(continued on next page)
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General Cost Principles on Allowability

3.1.4 Accounting Practices and Standards

(continued)

Summary of
CAS 402
Consistency in
Allocating Costs
Incurred for the
Same Purpose

Summary of
CAS405; Ac-
counting For
Unallowable
Costs

Summary of
CAS 406: Cost

Accounting Stan-

dard — Cost
Accounting
Period

Federal Ac-
quisition
Regulation
(FAR)

Generdly Ac-
cepted Ac-
counting Prac-
tices (GAAP)

3-16

Fundamental requirement: When allocating costs to final cost objec-
tives (e.g., contracts or products), the contractor may not classify a cost as
indirect if other costsincurred for the same purpose and in like
circumstances have been allocated as direct costs, and viceversa. In
other words, contractors may allocate each type of cost only once, and on
only one basis, to any contract or other cost objective — and the criteriafor
allocating costs should be the samefor all similar cost objectives. This
standard guards against the overcharging of some cost objectives and helps
prevent double counting. Doublecounting occurs most commonly when
contractors allocate cost items directly to a contract without eliminating like
cost items from indirect cost pools also being charged to the contract.

Fundamental requirement: This standard for the most part reinforces
the requirements of FAR 31.201-6 (see page 3-25). In addition, CAS 405
requires contractors to separately account for the costs of any work projects
not contractually authorized, in a manner which permits ready separation
from the costs of authorized work projects.

Fundamental requirement: The contractor must settle on an accounting
period (ordinarily, the firm's fiscal year) and consistently use the same
period for accumulating and allocating expenses. Also, CAS 406 generally
requires contractors to use the same cost accounting period for accumulating
costsin an indirect pool as for establishing its allocation base.

The FAR provides additional guidance on cost accounting issuesand in
some cases incorporates CAS requirements on al contracts whether the
offeror is CAS covered or not. Examples of other FAR requirements are
the guidelines on cost allocability, and definitions of direct and indirect
Ccosts.

Generally Accepted Accounting Practices are general rules used by business
entities. The GAAP consists of uncodified financial accounting standards
established by the Financial Accounting Standards Board or otherwise
represented in general or industry practice.. Aswith other accounting
issues, the cognizant Government auditor can be very helpful in answering
guestions on GAAP coverage.
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General Cost Principles on Allowability

3.1.5 Contract Terms

Contract Specific types of cost are often addressed in a contract or Request For Pro-

Terms and posal. For example, while transportation costs are alowable, the contract

Cost Principles may restrict “allowed” transportation costs to a specific mode, e.g., 3rd
class mail. However, the contract terms can only be more restric-
tive than the cost principles, not less. The contract terms CANNOT
allow acost that is unallowable under the cost principles or that violates
applicable CAS.
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3.2 SPECIFIC COST PRINCIPLES

Section Overview

Overview This section presents background material necessary for you to use and ap-
ply the specific cost principleslisted in FAR Part 31.205. The principles
arelisted here in tabular form showing whether they are alowable, unal-
lowable, or allowable with restrictions. Costs that have been determined
strictly unallowable are given special attention.

At the end of this section, several exercises are given for you to practice
applying specific cost principles. Thetext of the pertinent FAR material is
provided.

Mapsin This This section contains the following maps:

Section » Specific Cost Principles

Table of Cost Principles

Identifying Unallowable Costs

Applying Selected Cost Principles

3-18 Cost Analysis



Specific Cost Principles

3.2.1 Specific Cost Principles

Introduction

Purpose

Allowable
Cost

Unalowable
Cost

Allowable with
Restrictions

Cost Analysis

Specific cost principles for contracts with commercial organizations are
found in FAR Part 31.205. Currently, there are 51 generally applicable
cost principles. The number and wording of these principles continually
change to correspond with changesin:
» business practices (e.g., the large number of business takeoversin
the 1980's)
e publiclaw (e.g., specific lega prohibitions on lobbying costs)

* legal precedents established by the court system and the boards of
contract appeals

Each cost principle defines a particular type of cost and establishes whether
it isalowable, unalowable, or allowable with some restrictions.

A cost isallowable, if:

» itisexpresdy identified asalowablein the cost principles, and it
meets the relevant tests for reasonableness; alocability; proper ap-
plication of accounting principles, practices, and standards; and
terms of the contract

or

* itisnot addressed in the cost principles but meets the requirements
of the other four tests.

If acost is deemed unallowable by the above principles and standards, then
it is not recognizable on Government contracts either as a proposed cost or a
reimbursable expense.

If acost isallowable but with some restrictions, then it is recognizable on
Government contracts either as a proposed cost or reimbursable expense up
to the stated limit. Consult with the cognizant auditor if thereis any ques-
tion.
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Specific Cost Principles

3.2.1 Specific Cost Principles

(continued)

Use of Spe-
cific Cost
Principles

FAR Part 31,
especidly
Subpart
31.205

Responsibility
for Determin-
ing Allowabil-
ity

Guidelinesfor
Using Cost
Principles

3-20

The allowability of aparticular cost under cost principles must be deter-
mined using FAR Part 31. Each principleis based on laws and policies.
Additionally, the specific wording and interpretation of aprincipleisim-
pacted by case law.

Cost principles have been rewritten or added as aresult of case law. For ex-
ample, the cost principle disallowing Goodwill (FAR 31.205-49) was cre-
ated to address an Armed Services Board of Contract Appeals opinion on a
related issued that alluded to the possible recognition of Goodwill asan al-
lowable cost. Goodwill in this case refers to a corporate takeover where the
acquiring company pays more for the company it is purchasing than its bal-
ance sheet value. The difference between the purchase price and the com-
pany's value on paper is called Goodwill and is recognized as an intangible
asset. Procurement authorities felt that it was inappropriate for the Gov-
ernment to subsidize corporate takeovers and developed the cost principle
expressed in FAR 31.205-49.

The decision for determining the allowability of a particular
cost ultimately rests with the contracting officer. In making cost
principle judgements, you need to work closaly with the cognizant adminis-
trative contracting officer and auditor.

The following guidelines may be helpful in addressing questions concern-
ing cost principles and their application:

1. Inconsidering the alowability of a particular cost, more than one cost
principle may apply. Consider al possible alternative cost principlesin
your deliberations.

2. Immediate guidance and assistance can be found from the cognizant
auditor.

3. If questions still exist on proper interpretation or classification of a cost
issue, contact your legal counsel.

Cost Analysis



Specific Cost Principles

3.2.2 Table of Cost Principles

Cost Principles This table summarizes the current cost principlesin FAR Subpart 31.205.
Table A means “alowable”, UA means “unallowable’, and AWR means
“alowable with restrictions’. Note that a cost principle may treat some
costs that fit the category as*alowable’ and other costs that fit the same
category as*unalowabl€e’, in which case the table indicates that the
principle covers both A and UA costs.
FAR Subpart
31.205 SELECTED COSTS FAR A UA AWR
REF.
ADPE Leasing Costs 31.205-2 A UA AWR
Alcoholic Beverages 31.205-51 UA
Asset Valuations Resulting from Busi- | 31.205-52 AWR
ness Combinations
Bad Debts 31.205-3 UA
Bonding Costs 31.205-4 A
Civil Defense Cost 31.205-5 A UA
Compensation for Personal Services 31.205-6 A UA AWR
Contingencies 31.205-7 A UA
Contributions or Donations 31.205-8 UA
Cost of Money 31.205-10 A
Deferred Research & Development 31.205-48 A UA AWR
Costs
Depreciation 31.205-11 A UA AWR
Economic Planning Costs 31.205-12 A UA
Employee Morale, Health, Welfare, 31.205-13 A AWR
Food Service, & Dormitory Costs &
Credits
Entertainment Costs 31.205-14 UA
Fines, Penalties, & Mischarging 31.205-15 UA AWR
Gains & Losses on Disposition of De- | 31.205-16 A
preciable Property or Other Capital
Assets
Goodwill 31.205-49 UA

Cost Analysis
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3.2.2 Table of Cost Principles

(continued)
Cost Principle This table summarizes the current cost principlesin FAR Subpart 31.205.
Table (cont.)
(A = Allowable, UA Unalowable, AWR = Allowable With Restrictions)
FAR Subpart
31.205 SELECTED COSTS FAR A UA AWR
REF.
Idle Facilities & Idle Capacity Costs 31.205-17 A UA AWR
Insurance & Indemnification 31.205-19 A UA AWR
Interest & Other Financial Cost 31.205-20 UA
IR&D/B&P Costs 31.205-18 AWR
Labor Relations Costs 31.205-21 A
Legal & Other Proceedings Costs 31.205-47 A UA
Lobbying Costs (Executive) 31.205-50 UA
Lobbying Costs (Legidlative) 31.205-22 A UA
L osses on Other Contracts 31.205-23 UA
Maintenance & Repair Costs 31.205-24 A
Manufacturing & Production Engineer- | 31.205-25 A
ing Cost
Material Costs 31.205-26 A
Organization Costs 31.205-27 UA
Other Business Expenses 31.205-28 A
Plant Protection 31.205-29 A
Patent Costs 31.205-30 A UA
Plant Reconversion Costs 31.205-31 UA AWR
Precontract Costs 31.205-32 A
Professional & Consultant Service 31.205-33 A UA
Costs
Public Relations & Advertising 31.205-1 A UA AWR
(table continued on next page)
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3.2.2 Table of Cost Principles
(continued)

Cost Principle This table summarizes the current cost principlesin FAR Subpart 31.205.
Table

(continued)
(A = Allowable, UA Unalowable, AWR = Allowable With Restrictions)
FAR Subpart
31.205 SELECTED COSTS FAR A UA AWR
REF.
Recruitment Costs 31.205-33 A
Relocation Costs 31.205-34 AWR
Rental Costs 31.205-35 A AWR
Reserved 31.205-9
Royalties & Other Costs for Use of 31.205-36 A
Patents
Selling Costs 31.205-37 A UA
Service & Warranty Costs 31.205-38 A
Specia Tooling & Specia Test Equip- | 31.205-39 A
ment Cost
Taxes 31.205-40 A UA
Termination Costs 31.205-41 A
Trade, Business, Technical, and Profes- | 31.205-42 A
sional Activity Costs
Training & Education Costs 31.205-43 A AWR
Transportation Costs 31.205-44 A
Travel Costs 31.205-45 AWR
(end of table)
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3.2.3 Identifying Unallowable Costs

Strictly Unal- Nine cost categories have been specifically identified as strictly unallow-
lowable Costs able. These are summarized in the table below.
UNALLOWABLE COSTS REFERENCE

Alcoholic Beverages 31.205-51

Bad Debts 31.205-3

Contributions and Donations 31.205-8

Entertainment Costs 31.205-14

Goodwill 31.205-49

Interest & Other Financial Costs 31.205-20

Lobbying Costs (Executive) 31.205-50

Losses on Other Contracts 31.205-23

Organization Costs 31.205-27
Unallowable For some other cost categories, allowability isnot so clearly defined. A
under Certain cost may be unallowable under certain circumstances, but allowable, or al-
Circumstances lowable with restrictions, under other circumstances.

Example 1. Finesand penalties resulting from violations of, or failure to
comply with, federal, state, local, or foreign laws and regulations are nor-
mally unallowable under provisions of FAR 31.205-15, Fines, Penalties,
and Mischarging Costs. However, these costs may be allowable when
incurred as aresult of compliance with specific terms and conditions of the
contract or written instructions from the contracting officer.

Example 2. Under FAR 31.205-1, Public Relations and Advertising, the
cost of responding to inquiries on company policies and activitiesis allow-
able. The costs of membershipsin civic and community organizations are
unallowable, while costs to promote American aerospace exports at
exhibits and air shows are allowable, except for hospitality suites and
other entertainment.

324 Cost Analysis



Specific Cost Principles

3.2.3 Identifying Unallowable Costs
(continued)

Accounting for Contractors must identify the following costs and exclude them from the

Unallowable computation of any billing, claim, or proposal applicable to a Government
Costs contract.

* Any cost that has been “specifically named and stated to be unallow-
|FAR 31.201-6| able’ by the express provisions of an applicable law, regulation

(e.g., FAR Part 31), or the contract.

* Any cost the parties mutually agree are unalowable (including
“directly associated” costs).

Any costs that would not have been incurred if the unallowable cost had not
been incurred are known as directly associated costs and are also unal-
lowable.

In addition, contractors must identify any costs (including “directly
associated” costs) which a contracting officer has specifically disallowed in
writing pursuant to contract disputes procedures, if the costs have been
included or used in the computation of any billing, claim, or proposal
applicable to a Government contract.

The detail and depth of records must be adequate to establish and maintain
visibility of identified unallowable costs and directly associated costs.
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3.2.4 Applying Selected Cost Principles

Applying Cost Toillustrate the application of cost principles, consider the following three
Principles exercisesinvolving:

» Contingencies
e Contributions & Donations
o Airfares

See the following FAR pages to determine the answers to the questions.
Answers are provided on page 3-32.

Exercise 1: The offeror has proposed $50,000 in scrap rate contingency costs. The
Contingencies contingency is based on historical experience of 3.5% scrap on direct
material costs. s the contingency allowable?

Exercise 2: The offeror's overhead rate includes donations of camping equipment to the
Contributions Boy Scouts. Isthisdonation allowable?

& Donations

Exercise 3. The president of the offeror's company always fliesfirst class. Isthis cost
Airfares alowable?
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327

The next four pages contain the text from the Federal Acquisition
Regulation regarding the following four cost principles:

FAR 31.205-1 PUBLIC RELATIONS AND ADVERTISING COSTS
FAR 31.205-7 CONTINGENCIES
FAR 31.205-8 CONTRIBUTIONS AND DONATIONS

FAR 31.205-46 TRAVEL COSTS
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31.205 Selected costs.

31.205-1 Public relations and advertising
costs.

(a) “Public relations” means all functions and activ-
ities dedicated to—

(1) Maintaining, protecting, and enhancing the
image of a concern or its products; or

(2) Maintaining or promoting reciprocal under-
standing and favorable relations with the public at
large, or any segment of the public. The term pub-
lic relations includes activities associated with areas
such as advertising, customer relations, etc.

(b) “Advertising” means the use of mediato pro-
mote the sale of products or services and to accomplish
the activities referred to in paragraph (d) of this subsec-
tion, regardless of the medium employed, when the ad-
vertiser has control over the form and content of what
will appear, the mediain which it will appear, and when
it will appear. Advertising mediainclude but are not
limited to conventions, exhibits, free goods, samples,
magazines, newspapers, trade papers, direct mail, dealer
cards, window displays, outdoor advertising, radio, and
television.

(c) Public relations and advertising costs include the
costs of mediatime and space, purchased services per-
formed by outside organizations, as well as the applica
ble portion of salaries, travel, and fringe benefits of em-
ployees engaged in the functions and activities identified
in paragraphs (a) and (b) of this subsection.

(d) The only allowable advertising costs are those
that are—

(1) Specifically required by contract, or that
arise from requirements of Government contracts
and that are exclusively for—

(i) Recruiting personnel required for per-
forming contractual obligations, when consid-
ered in conjunction with all other recruitment
costs (but see 31.205-34);

(i) Acquiring scarce items for contract per-
formance; or

(iii) Disposing of scrap or surplus materi-
als acquired for contract performance.

(2) Costs of activities to promote sales of
products normally sold to the U.S. Government,
including trade shows, which contain a significant
effort to promote exports from the United States.
Such costs are allowable, notwithstanding subpara-
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graphs (f)(1) and (3), subdivision (f)(4)(ii), and sub-
paragraph (f)(5) of this subsection, subject to the
limits contained in 31.205-38(c)(2). However,
such costs do not include the costs of memorabilia
(e.g., models, gifts, and souvenirs), alcoholic bev-
erages, entertainment, and physical facilities which
are primarily used for entertainment rather than
product promotion.

(e) Allowable public relations costs include the fol-
lowing:

(1) Costs specifically required by contract.

(2) Costs of—

(i) Responding to inquiries on company
policies and activities;

(i) Communicating with the public,
press, stockholders, creditors, and customers,
ad

(iii) Conducting general liaison with news
media and Government public relations offi-
cers, to the extent that such activities are lim-
ited to communication and liaison necessary to
keep the public informed on matters of public
concern such as notice of contract awards, plant
closings or openings, employee layoffs or re-
hires, financia information, etc.

(3) Costs of participation in community ser-
vice activities (e.g., blood bank drives, charity
drives, savings bond drives, disaster assistance,
etc.).

(4) Costs of plant tours and open houses (but
see subparagraph (f)(5) of this subsection).

(5) Costs of keel laying, ship launching,
commissioning, and roll-out ceremonies, to the ex-
tent specifically provided for by contract.

(f) Unallowable public relations and advertising
costs include the following:

(1) All public relations and advertising costs,
other than those specified in paragraphs (d) and (€)
of this subsection, whose primary purpose is to
promote the sale of products or services by stimu-
lating interest in a product or product line (except
for those costs made allowable under 31.205-38(c)),
or by disseminating messages calling favorable at-
tention to the contractor for purposes of enhancing
the company image to sell the company's products
Or Services.

(2) All costs of trade shows and other special
events which do not contain a significant effort to
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promote the export sales of products normally sold
to the U.S. Government.

(3) Costs of sponsoring meetings, symposia,
seminars, and other special events when the princi-
pal purpose of the event is other than dissemination
of technical information or stimulation of produc-
tion.

(4) Costs of ceremonies such as (i) corporate
celebrations and (ii) new product announcements.

(5) Costs of promotional material, motion pic-
tures, videotapes, brochures, handouts, magazines,
and other media that are designed to call favorable
attention to the contractor and its activities (but see
31.205-13(a), Employee morale, health, welfare,
food service, and dormitory costs and credits;
31.205-21, Labor relations costs; 31.205-43(c),
Trade, business, technical, and professional activity
costs; and 31.205-44, Training and education
costs).

(6) Costs of souvenirs, models, imprinted
clothing, buttons, and other mementos provided to
customers or the public.

(7) Costs of memberships in civic and com-
munity organizations.

31.205-7 Contingencies.

(a) “Contingency,” as used in this subpart, means a
possible future event or condition arising from presently
known or unknown causes, the outcome of whichisin-
determinable at the present time.

(b) Costs for contingencies are generally unallow-
ablefor historical costing purposes because such cost-
ing deals with costs incurred and recorded on the contrac-
tor’s books. However, in some cases, as for example,
terminations, a contingency factor may be recognized
when it is applicable to a past period to give recogni-
tion to minor unsettled factors in the interest of expedit-
ing settlement.

(c) In connection with estimates of future costs,
contingencies fall into two categories:

(1) Those that may arise from presently known
and existing conditions, the effects of which are
foreseeable within reasonable limits of accuracy;
e.g., anticipated costs of rejects and defective work.
Contingencies of this category areto beincluded in
the estimates of future costs so as to provide the
best estimate of performance cost.

Cost Analysis

(2) Those that may arise from presently known
or unknown conditions, the effect of which cannot
be measured so precisely asto provide equitable re-
sults to the contractor and to the Government; e.g.,
results of pending litigation. Contingencies of this
category are to be excluded from cost estimates un-
der the several items of cost, but should be dis-
closed separately (including the basis upon which
the contingency is computed) to facilitate the nego-
tiation of appropriate contractual coverage. (See, for
example, 31.205-6(g), 31.205-19, and 31.205-24.)

31.205-8 Contributions or donations.

Contributions or donations, including cash, property
and services, regardless of recipient, are unallowable,
except as provided in 31.205-1(e)(3).

31.205-46 Travel costs.

(a)(1) Costsfor transportation, lodging, meals, and
incidental expensesincurred by contractor personnel on
official company business are allowabl e subject to the
limitations contained in this subsection. Costs for
transportation may be based on mileage rates, actual
costs incurred, or on a combination thereof, provided the
method used resultsin areasonable charge. Costs for
lodging, meals, and incidental expenses may be based
on per diem, actual expenses, or a combination thereof,
provided the method used resultsin areasonable charge.

(2) Except as provided in subparagraph (a)(3) of
this subsection, costs incurred for lodging, meals,
and incidental expenses (as defined in the regula-
tions cited in (a)(2)(i) through (iii) of this subpara-
graph) shall be considered to be reasonable and al-
lowable only to the extent that they do not exceed
on adaily basis the maximum per diem rates in ef-
fect at the time of travel as set forth in the—

(i) Federal Travel Regulation, prescribed
by the General Services Administration, for
travel in the conterminous 48 United States,
available on a subscription basis from the Su-
perintendent of Documents, U.S. Government
Printing Office, Washington, DC 20402,
Stock No. 022-001-81003-7;

(ii) Joint Travel Regulations, Volume 2,
DoD Civilian Personnel, Appendix A, pre-
scribed by the Department of Defense, for
travel in Alaska, Hawaii, The Commonwealth
of Puerto Rico, and territories and possessions
of the United States, available on a subscrip-
tion basis from the Superintendent of Docu-

329



FAR PART 31.205 (abridged) — Selected Contract Cost Principles and Procedures

ments, U.S. Government Printing Office,
Washington, DC 20402, Stock No. 908-010-
00000-1; or

(iii) Standardized Regulations
(Government Civilians, Foreign Areas), Sec-
tion 925, “Maximum Travel Per Diem Al-
lowances for Foreign Areas,” prescribed by the
Department of State, for travel in areas not
covered in (a)(2)(i) and (ii) of this subpara-
graph, available on a subscription basis from
the Superintendent of Documents, U.S. Gov-
ernment Printing Office, Washington, DC
20402, Stock No. 744-008-00000-0.

(3) In special or unusual situations, actual
costs in excess of the above-referenced maximum
per diem rates are allowable provided that such
amounts do not exceed the higher amounts autho-
rized for Federal civilian employees as permitted in
the regulations referenced in (a)(2)(i), (ii), or (iii) of
this subsection. For such higher amounts to be al-
lowable, all of the following conditions must be
met:

(i) One of the conditions warranting ap-
proval of the actual expense method, as set
forth in the regulations referenced in paragraphs
@(2)(i), (i), or (iii) of this subsection, must
exist.

(ii) A written justification for use of the
higher amounts must be approved by an officer
of the contractor’s organization or designee to
ensure that the authority is properly adminis-
tered and controlled to prevent abuse.

(i) If it becomes necessary to exercise the
authority to use the higher actual expense
method repetitively or on a continuing basisin
aparticular area, the contractor must obtain ad-
vance approval from the contracting officer.

(iv) Documentation to support actual costs
incurred shall be in accordance with the con-
tractor’s established practices provided that a
receipt is required for each expenditure in ex-
cess of $25.00. The approved justification re-
quired by (a)(3)(ii) and, if applicable, (a)(3)(iii)
of this subparagraph must be retained.

(4) Subparagraphs (a)(2) and (a)(3) of this sub-
section do not incorporate the regulations cited in
subdivisions (a)(2)(i), (ii), and (iii) of this subsec-
tion in their entirety. Only the maximum per diem
rates, the definitions of lodging, meals, and inciden-
tal expenses, and the regulatory coverage dealing
with special or unusual situations are incorporated
herein.
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(5) An advance agreement (see 31.109) with re-
spect to compliance with subparagraphs (a)(2) and
(a)(3) of this subsection may be useful and desir-
able.

(6) The maximum per diem rates referenced in
subparagraph (a)(2) of this subsection generally
would not congtitute a reasonable daily charge—

(i) When no lodging costs are incurred,;
and/or

(ii) On partial travel days (e.g., day of de-
parture and return).

Appropriate downward adjustments from the

maximum per diem rates would normally be

required under these circumstances. While

these adjustments need not be calculated in ac-
cordance with the Federal Travel Regulation or
Joint Travel Regulations, they must result in a
reasonable charge.

(b) Travel costsincurred in the normal course of
overall administration of the business are allowable and
shall be treated as indirect costs.

(c) Travel costs directly attributable to specific con-
tract performance are allowable and may be charged to
the contract under 31.202.

(d) Airfare costsin excess of the lowest customary
standard, coach, or equivalent airfare offered during nor-
mal business hours are unallowable except when such
accommodations require circuitous routing, require
travel during unreasonable hours, excessively prolong
travel, result in increased cost that would offset trans-
portation savings, are not reasonably adequate for the
physical or medical needs of the traveler, or are not rea
sonably available to meet mission regquirements. How-
ever, in order for airfare costs in excess of the above
standard airfare to be alowable, the applicable condi-
tion(s) set forth above must be documented and justi-
fied.

(e)(1) “Cost of travel by contractor-owned, -leased,
or -chartered aircraft,” as used in this paragraph,
includes the cost of lease, charter, operation (including
personnel), maintenance, depreciation, insurance, and
other related costs.

(2) The costs of travel by contractor-owned,
-leased, or -chartered aircraft are limited to the
standard airfare described in paragraph (d) of this
subsection for the flight destination unless travel
by such aircraft is specifically required by contract
specification, term, or condition, or a higher
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amount is approved by the contracting officer. A (i) Whether scheduled commercial airlines
higher amount may be agreed to when one or more or other suitable, less costly, travel facilities
of the circumstances for justifying higher than are available at reasonable times, with
standard airfare listed in paragraph (d) of this reasonable frequency, and serve the required
subsection are applicable, or when an advance destinations conveniently.

agreement under subparagraph (e)(3) of this (i1) Whether increased flexibility in
subsection has been executed. In all cases, travel by scheduling results in time savings and more
contractor-owned, -leased, or -chartered aircraft effective use of personnel that would outweigh
must be fully documented and justified. For each additional travel costs.

contractor-owned, -leased, or -chartered aircraft used

for any business purpose which is charged or (f) Costs of contractor-owned or -leased

allocated, directly or indirectly, to a Government  automobiles, as used in this paragraph, include the costs
contract, the contractor must maintain and make  of lease, operation (including personnel), maintenance,
available manifest/logs for all flights on such  depreciation, insurance, etc. These costs are alowable,
company aircraft. As a minimum, the manifest/log  if reasonable, to the extent that the automobiles are used

shall indicate— for company business. That portion of the cost of
(i) Date, time, and points of departure; company-furnished automobiles that relates to personal
(i) Destination, date, and time of arrival; use by employees (including transportation to and from
(ili) Name of each passenger and  work) iscompensation for personal servicesand is
relationship to the contractor; unallowable as stated in 31.205-6(m)(2).

(iv) Authorization for trip; and
(v) Purpose of trip.

(3) Where an advance agreement is proposed
(see 31.109), consideration may be given to the
following:
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Exercise 1: Contingencies
Answer: Yes. Itisalowable under FAR 31.205-7(c)(1).

Exercise 2: Contributions & Donations

Answer: No. Donations are unallowable except for limited community
activities as prescribed in FAR 31.205-1(€)(3), such as blood drives.

Exercise 3: Airfares

Answer: No, not al of it. The amount of the cost OVER coach fareis
unallowable. However, the amount of the airfare up to the price of coach
fare would be allowable under FAR 31.205-46(d)
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Chapter Vignette

CHAPTER 4

Researching the Procurement History

Andrew has been asked by Kay to take a look at the pro-
posal for a follow-on procurement of radios. However,
before he begins his analysis, Kay wants him to look at
existing data surrounding the history of this procurement.
In order to do this, Andrew has been told to look at the
procurement history on previous “ buys’ on theradio, and
look for any relevant audits, technical reports, or other
data. While not quite sure where to start, Andrew figures
he will stick with Kay's suggestion to start with the
statement of work. *“It's always good to know what
you're buying,” shetellshim.

Cost Analysis
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Data Collection

Course Learning Objectives
At the end of this chapter, you will be ableto:

. Identify relevant data from acquisition histories and
market research

. Prepare requests for and critique data from technical
evaluators

. Prepare requests for and critique data from auditors.

4-2
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Chapter Overview

Overview If you areinvolved in cost analysis, you must understand what data are
required and how, when, and where to obtain them.

In this chapter, you will be introduced to the principles involved in:
» collecting and reviewing available data
* reguesting and analyzing technical support
* requesting and analyzing audit support
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Chapter Overview

(continued)

Mapsin This
Chapter

This chapter includes the following maps:

4.1 COLLECTING AND REVIEWING AVAILABLEDATA ......... 4-5
4.1.1 Review the Proposal Against the RFP............ccccccevvvinnnnes 4-6
4.1.2 Review Program HIStOMES. ........coviviiiiiiiii e 4-8
4.1.3 Review Procurement HiStONeS.........cooveviiiiiiiiiiiianns 4-10
4.1.4 Review Forward Pricing Rates...........cccovviiiiiiiiiiinnnn, 4-13
4.1.5 Contractor SySteM REVIEWS .......ovvviiiiiiiiiiiee e, 4-14
4.1.6 Market ResearCh.........cc.ccooviiiiiiiiiiiiiee 4-17

4.2 REQUESTING AND ANALYZING TECHNICAL SUPPORT. 4-18

4.2.1 Technical Support Request.........c.ccccooviiiiiiiiiieeiineennnn. 4-19
4.2.2 Technical SUpPOrt ANalySiS. .......ovvviiiiiiiiiciieee 4-20
4.3 REQUESTING AND ANALYZING AUDIT SUPPORT ........ 4-24
4.3.1 Needfor Audit SUPPOIT .....cuvneiieiiii e 4-25
4.3.2 Audit SUPPOrt REQUES ... 4-26
4.3.3 ASSSEAUIL. .. . 4-28
4.3.4 Reviewingthe Audit Evaluation...............c.ccoiiiiiiinnn. 4-30
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4.1 COLLECTING AND REVIEWING AVAILABLE DATA

Section Overview
Overview To evaluate proposed prices and the offeror's potential for successfully
providing the deliverable, you have two basic sources of data:
[FAR 158053 | . Contract files
* Market research
Contract Files Begin by researching files on prior contracts for the same or comparable
contract deliverables. Also search for files on contracts with the offeror
regardless of deliverable. Sources of these filesinclude:
* Your contracting activity
»  Other contracting activities
» Contract administration activities of your agency
* The Defense Contract Management Command
In these files, look for:
» Contract specifications and/or statement of work from the RFP
AND from past contracts for the same or comparable deliverables.
* Program and procurement histories of past contracts for the
deliverable AND past contracts with the offeror.
» Prior audits and technical reviews of past proposals submitted by
the offeror.
* Proposals and negotiation memoranda from prior negotiations with
the offeror.
» Contractor system reviews of the offeror, including such reviews as
Purchasing System Reviews, Performance Assessment Reviews,
and Contractor Estimating System Reviews. Reports from these
reviews are most likely to be available from the Defense Contract
Management Command.
Mapsin this This section contains the following maps:
Section « Review the Proposal Against the RFP

* Review Program Histories

* Review Procurement Histories
* Review Forward Pricing Rates
» Contractor System Reviews

* Market Research
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Collecting and Reviewing Available Data

4.1.1 Review the Proposal Against the RFP

Introduction

Potentid
| ssues

One cannot overestimate the importance of the RFP. The RFP conveys the
Statement of Work, related Specifications, and other related terms and
conditions (e.g., delivery dates). These define the Government requirement
for the contract effort.

Begin by reviewing the RFP. During this review, consider the following
guestions:

Do the Specifications/SOW clearly express what the
Government user requires in a manner that will permit cost
effective contract performance?

Government requirements are expressed in the form of functional,
performance, or design specifications. Inthe real world, a specification
rarely falls neatly into one of these categories. Nearly every
gpecification contains some elements of all three forms. Characterizing
aspecification as “functiona”, “performance’ or “design” merely
reflects which category predominates.

Functional Specifications state the requirement in terms of
performance characteristics and intended use, including those
characteristics which at minimum are necessary to satisfy the intended
use. Definition is as general as possible to permit the broadest possible
competition. For example, an offensive weapon capability might be
defined in terms that would permit consideration of solutionsinvolving
aircraft, missles, long-range artillery, or some other approach.

Performance Specification state the requirement in terms of desired
operationa characteristics. Performance specifications tend to be more
restrictive than functional specifications, in terms of limiting alternatives
which the Government will consider and defining separate performance
standards for each such alternative. In thistype of specification, the
details of design, fabrication, and internal structure are |eft to the option
of the offeror, EXCEPT that certain features or parts may be required
specificaly.

Performance specifications are often used when NO suitable commercial
product is available and when there is NO standardized Government
design. In such cases, purchase may be made against a performance
specification and the design details | eft to the offeror. Inthisway, itis
possible to get maximum competition on specialized products.

A performance specification MUST include arange of acceptable
characteristics or minimum acceptable standards.

Continued on next page
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Collecting and Reviewing Available Data

4.1.1 Review the Proposal Against the RFP

(continued)

Potential Design Specification: A design specification spells out, in detail,

| ssues the materials to be used, their sizes and shapes, and how the product is
(continued) to be fabricated and built. 1t completely defines a product, which can

then be manufactured by a competent manufacturer in the industry.

Where the Government furnishes design specifications that control
work under the contract, it is presumed that the specifications are
adequate for the purposes intended and that, if adhered to, the desired
result will be obtained. Specifications should be tailored to specific
requirements to establish the minimum needs of the Government.

* When the offeror's proposal is compared with the
specifications or SOW, is it clear that the offeror is
proposing to provide exactly what is required?

Have dl tasks and deliverable items required by contract been accounted
for in the proposal? 1t may be necessary to secure technical assistance
to verify that the proposal does, in fact, provide for the necessary effort
to meet the specifications.

Has the offeror proposed different terms and conditions for the work
than contemplated by the Government? If so, be alert for any impact on
proposed costs and ask whether the cost estimate would have been
higher or lower if based on the RFP as originally issued.

Such comparisons provide insights into the offeror's understanding of
the statement of work. To the extent that the contractor's understanding
varies from the Government's actual need, proposed costs are likely to
be overstated or understated.
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Collecting and Reviewing Available Data

4.1.2 Review Program Histories

Introduction

|dentify Past
Problems

Program histories can provide useful insights into the current proposal. By
“program histories’, we mean files on contracts for the same or comparable
deliverables, whether or not the current offeror had been awarded those
contracts. You can use data from these files for many purposes, such as
comparing past estimates of costs and past actual costs with the cost data
and estimates submitted by the offeror with its current proposal. However,
historical cost data must be used with care. The entire contracting
environment, then and now, must be considered. Two considerations are
particularly important: past problems and significant c